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TUESDAY,  SEPTEMBER  19,  1995 

United  State  Senate, 
Committee  on  Small  Business, 

Washington,  D.C. 
The  Committee  met,  pursuant  to  notice,  at  2:30  p.m.,  in  room 
428A,  Russell  Senate  Office  Building,  the  Honorable  Christopher  S. 
Bond,  Chairman  of  the  Committee,  presiding. 

Present:  Senators  Bond,  Burns,  Warner,  and  Frist. 

OPENING  STATEMENT  OF  THE  HONORABLE  CHRISTOPHER  S. 
BOND,  CHAIRMAN,  COMMITTEE  ON  SMALL  BUSINESS,  AND  A 
UNITED  STATES  SENATOR  FROM  MISSOURI 

Chairman  BOND.  Good  afternoon.  The  U.S.  Senate  Committee  on 
Small  Business  is  called  to  order. 

We  thank  all  of  you  for  attending  today's  hearing.  This  is  the 
first  of  2  days  of  hearings,  on  which  we  will  focus  on  tax  issues  af- 
fecting small  business.  These  hearings  were  scheduled  so  that  we 
could  listen  to  the  tax  priorities  of  the  small  business  community 
before  the  Senate  acts  on  tax  legislation  and  budget  reconciliation. 

During  these  hearings,  we  plan  to  hear  a  discussion  of  6  different 
tax  issues,  including:  Reducing  the  capital  gains  tax  rate,  estate 
tax  relief,  pension  simplification,  classification  of  independent  con- 
tractors, increasing  the  expensing  provision  and  the  deductibility  of 
health  insurance. 

I  might  say  for  our  guests  and  witnesses  today,  that  when  you 
schedule  something  in  the  afternoon  in  the  Senate,  you  can  expect 
that  Murphy  was  an  optimist,  because  we  are  in  the  process  of  a 
series  of  votes,  we  are  going  to  be  going  back  into  more  votes  in 
another  half  an  hour.  We  have  two  of  our  colleagues  here  with  us 
today. 

Senator  Bumpers  and  other  Members  of  the  Committee  have 
been  required  to  stay  on  the  floor,  but  Senator  Bumpers  has  sug- 
gested that  we  go  ahead. 

I  will  reserve  the  balance  of  my  opening  statement,  to  the  great 
disappointment  of  the  witnesses  who  are  here,  but  in  deference  to 
them,  I  will  ask  that  we  begin  with  2  of  our  distinguished  col- 
leagues. 

Senator  Hatch  and  Senator  Lieberman  are  here  to  discuss  their 
bill  on  capital  gains  tax  reform.  I  sincerely  thank  them  for  their  ef- 
forts. 

Senator  Lieberman's  participation  as  a  witness  today  is  particu- 
larly welcome,  because  he  makes  a  regular  and  valuable  contribu- 
tion as  a  Member  of  this  Committee. 


I  thank  him  and  Senator  Hatch  for  taking  time  to  participate  in 
the  efforts  in  sponsoring  this  legislation. 

[The  prepared  statement  of  Senator  Bond  follows:] 


Opening  Statement  Chairman  Christopher  S.  Bond 

United  States  Senate  Committee  on  Small  Business 

Tax  Issues  Impacting  Small  Business 

September  19,  1995 

The  United  States  Senate  Committee  on  Small  Business  is  called  to  order.   Good 
afternoon  and  thank  you  for  attending  today's  hearing.   This  is  the  first  of  two  days  of 
hearings  focusing  on  tax  issues  affecting  small  business.  These  hearings  were  scheduled 
so  that  we  can  listen  to  the  tax  priorities  of  the  small  business  community  before  the 
Senate  acts  on  tax  legislation  and  budget  reconciliation.   During  these  hearings  we  plan 
to  hear  a  discussion  of  6  different  tax  issues,  including  reducing  the  capital  gains  tax, 
estate  tax  relief,  pension  simplification,  classification  of  independent  contractors, 
increasing  the  expensing  provision,  and  the  deductibility  of  health  insurance. 

Senate  Rules  call  on  this  Committee  to  study,  investigate  and  report  on  all 
problems  of  American  small  business  enterprises.  The  Committee  has  been  aggressive 
this  year  in  conducting  field  hearings  around  the  country  to  hear  from  people  who  can't 
travel  to  Washington  for  a  hearing.   I  know  from  listening  to  these  citizens  that  our  tax 
system  is  a  very  important  issue  on  the  minds  of  small  business  owners.  In  addition, 
delegates  to  the  recent  White  House  Conference  on  Small  Business  demonstrated  the 
magnitude  of  their  concerns  by  ranking  several  tax  issues  among  their  top  ten  priorities. 

The  men  and  women  owners  and  employees  of  small  businesses  know  the 
importance  of  balancing  the  federal  budget.   Our  commitment  to  eliminate  the  deficit 
should  remain  our  highest  priority.   In  addition,  though,  we  have  a  responsibility  to 
invest  wisely  the  economic  dividend  resulting  from  a  balanced  budget.   The  cycle  of 
economic  growth  can  condnue  best  if  we  fine  tune  our  tax  laws  to  reduce  the  financial 
drag  on  the  productive  small  business  sector.   The  right  combination  of  fiscal 
responsibility  and  tax  policy  can  be  a  catalyst  for  true  prosperity. 

I  was  pleased  to  join  Senator  Dole  in  co-sponsoring  the  American  Family-Owned 
Business  Act  earlier  this  year  to  reduce  the  negative  impact  of  estate  taxes  on  family 
farms  and  businesses.  The  tax  law  is  forcing  people  to  make  decisions  to  sell  what 
otherwise  could  remain  a  viable  family  business  just  so  they  can  raise  cash  to  pay  the 
estate  taxes.  A  recent  study  shows  that  family  businesses  spend  as  much  as  $3.1  billion 
annually  on  estate  tax  preparation  and  insurance  -  more  than  the  government  collects 
from  them  in  actual  estate  taxes.   According  to  one  Stanford  economist  because  people 
make  charitable  gifts  and  arrange  other  deductible  transactions  to  reduce  their  taxable 
estate,  the  estate  tax  actually  raises  no  net  revenue  for  the  government.   Much  of  the 
burden  of  paying  estate  taxes  falls  upon  the  American  farmer  and  small  businessman, 
because  the  wealthiest  Americans  are  more  likely  to  hire  professionals  and  to  take 
advantage  of  estate  planning  techniques.  There  is  something  seriously  wrong  with  this 
approach  and  we  should  fix  it. 


As  a  Nation  we  have  begun  to  take  responsibility  for  our  economic  future  by 
working  towards  balancing  the  budget.   However,  as  individuals,  each  of  us  must  also 
take  on  that  same  responsibility  by  improving  individual  savings  rates  and  retirement 
planning.   This  is  a  difficult  challenge  at  best.   As  members  of  Congress  it  is  our  job  to 
see  that  our  pension  and  tax  laws  are  not  a  roadblock  hurting  private  sector  efforts  to 
improve  individual  savings  and  financial  security.   Thank  you.  Senator  Dole,  for 
joining  us  to  discuss  these  issues  today.   Your  appearance  here  symbolizes  the 
importance  that  we  in  Congress  place  on  small  business  and  its  contribution  to  our 
society  and  our  economy. 

The  high  capital  gains  tax  rate  under  our  current  law  is  stifling  America. 
Successful  entrepreneurs  could  repeat  their  job-creating  activities  in  a  new  company  if 
it  were  not  for  the  disincentive  in  the  tax  laws  against  realizing  and  reinvesting  the 
gains.   It  is  essential  that  we  take  maximum  advantage  of  the  opportunity  before  us  to 
reduce  the  capital  gains  tax  in  order  to  get  America  back  on  track  towards  fiscal  and 
economic  prosperity. 

I  am  pleased  that  Senators  Hatch  and  Lieberman  are  here  to  discuss  their  bill  on 
capital  gains  tax  reform,  and  I  thank  them  for  their  efforts.   Senator  Lieberman' s 
participation  as  a  witness  today  is  certainly  welcome.  He  makes  a  regular  and  valuable 
contribution  as  a  member  of  this  Committee,  and  I  thank  him  for  taking  the  time  to 
participate  and  for  his  efforts  in  sponsoring  this  legislation. 

After  we  have  heard  from  our  colleagues,  we  will  receive  testimony  from  two 
panels  of  small  business  owners  and  their  representatives,  many  of  whom  have  traveled 
some  distance  to  be  with  us  today.   It's  a  special  honor  to  have  two  of  the  Regional 
Chairs  for  Taxation  Issues  from  the  White  House  Conference  on  Small  Business, 
delegates  who  have  taken  on  a  continuing  responsibility  to  help  Congress  implement  the 
conference  recommendations.  I  plan  to  have  this  Committee  devote  a  substantial 
amount  of  time  and  energy  to  highlight  many  of  the  recommendations  from  the 
Conference  and  to  urge  the  Congress  to  deliver  meaningful  results  for  small  business 
people  around  the  country. 

Thank  you  all  in  advance  for  participating  in  today's  hearing.   Now,  I  will  turn  to 
the  Ranking  Minority  Member  for  his  opening  statement.   Senator  Bumpers. 


Chairman  BOND.  So,  with  that,  let  me  call  on  Senator  Hatch  to 
begin. 
Senator. 

STATEMENT  OF  THE  HONORABLE  ORRIN  G.  HATCH,  CHAIR- 
MAN, SUBCOMMITTEE  ON  TAXATION  AND  INTERNAL  REVE- 
NUE SERVICE  OVERSIGHT,  COMMITTEE  ON  FINANCE,  AND  A 
UNITED  STATES  SENATOR  FROM  UTAH 

Senator  Hatch.  Well,  thank  you,  Mr.  Chairman,  and  distin- 
guished Members  of  the  Committee. 

It  is  a  pleasure  to  be  here  today,  and  especially  with  my  dear 
friend,  and  colleague.  Senator  Lieberman,  to  address  this  topic  of 
great  importance  to  owners  of  small  businesses  throughout  the 
country,  that  is,  capital  gains  tax  relief,  and  its  effects  on  capital 
formation. 

I  commend  you,  Mr.  Chairman,  for  holding  this  hearing,  espe- 
cially at  this  time.  As  you  know,  the  Finance  Committee  will  soon 
be  considering  changes  in  the  tax  law.  Many  of  us  believe  a  cut  in 
the  tax  rate  on  capital  gains  is  an  integral  part  of  the  process  of 
balancing  the  budget  because  of  the  economic  growth  and  job  cre- 
ation such  a  change  would  generate. 

As  many  of  you  know,  Senator  Lieberman,  who,  as  you  men- 
tioned, serves  on  this  Committee,  and  I  have  introduced  S.  959,  a 
bipartisan  bill  that  we  believe  will  go  a  long  way  toward  delivering 
on  the  promises  of  capital  gains  tax  reform.  Although  there  are 
many  topics  that  could  be  discussed  regarding  capital  gains,  I 
would  like  to  focus  my  remarks  today  on  its  effects  on  small  busi- 
ness. 

Both  Senator  Lieberman  and  I  believe  that  capital  gains  tax  re- 
lief will  be  a  win-win  situation  for  our  twin  goals  of  economic 
growth  and  deficit  reduction.  As  we  all  know,  a  healthy  and  grow- 
ing economy  requires  the  ready  availability  of  capital  for  new  and 
expanding  entrepreneurial  activity.  And  the  job  creation  generated 
by  this  entrepreneurial  activity  is  one  of  the  keys  to  increased  cash 
tax  flow  to  our  Treasury. 

Lowering  the  tax  burden  on  capital  gains  allows  the  market  to 
reallocate  resources  more  efficiently.  Investors  are  freer  to  move 
their  investments  out  of  poorly  performing  or  stagnant  investments 
into  areas  of  more  promise.  In  the  process,  capital  is  freed  up  for 
new  startup  companies  and  for  business  expansion.  When  that  hap- 
pens, more  jobs  are  created  and  the  economy  expands.  Allen  Sinai 
and  other  well-respected  economists  agree  that  cutting  the  effective 
capital  gains  tax  will  have  those  effects. 

Some  economists  estimate  that  there  are  about  $8  trillion  of  un- 
realized capital  gains  in  this  country.  S.  959  will  unlock  a  sizable 
portion  of  this  wealth  to  be  reallocated  according  to  normal  and  ef- 
ficient market  processes.  It  is  difficult  to  imagine  the  benefit  to  our 
economy  of  unleashing  just  a  small  part  of  this  huge  mountain  of 
capital. 

Research  indicates  that  a  capital  gains  tax  rate  cut  to  the  range 
of  15  to  20  percent  would  reduce  the  cost  of  capital  by  anywhere 
from  4  to  8  percent.  Of  course  reducing  the  cost  of  capital  makes 
it  more  available  to  those  who  seek  to  put  it  to  productive  use. 


Some  of  our  colleagues  have  questioned  whether  a  capital  gains 
tax  cut  unduly  benefits  the  wealthy.  Although  it  is  true  that  a  cut 
in  the  capital  gains  tax  will  benefit  some  who  are  wealthy,  it  is  also 
true  that  it  will  benefit  more  people  who  are  in  the  lower-  and  mid- 
dle-income brackets.  Using  Treasury  Department  figures  for  1985 
to  1992,  fully  62  percent  of  all  returns  filed  showing  capital  gains 
came  from  people  reporting  adjusted  gross  income  of  $50,000  or 
less.  On  average,  over  5.5  million  people  per  year  fell  into  this  cat- 
egory. If  we  consider  the  next  breaking  point  in  an  adjusted  gross 
income  of  $75,000  or  less,  the  figure  jumps  to  79  percent  of  all  re- 
turns reporting  capital  gains.  Such  income  figures  can  hardly  be 
considered  to  be  signs  of  great  wealth,  particularly  when  one  con- 
siders the  fact  that  a  person  making  $75,000  in  New  York  probably 
lives  in  a  smaller  home  or  apartment  than  somebody  making  only 
$40,000  in  Cedar  City,  Utah. 

Again,  focusing  on  the  impact  that  tax  rate  changes  have  on 
lower-  and  middle-income  taxpayer,  conventional  thinking  says 
that  only  the  rich  are  motivated  by  tax  rate  changes.  Such  is  not 
in  fact  the  case.  When  the  capital  gains  tax  rate  increased  from  20 
percent  to  28  percent  after  1996,  during  the  ensuing  7  years  we 
saw  a  22  percent  decrease  in  the  number  of  returns  showing  cap- 
ital gains  filed  by  those  with  adjusted  gross  incomes  of  $50,000  or 
less.  In  other  words,  over  1.4  million  people  in  this  classification  re- 
ported capital  gains  than  they  did  in  1985  and  1986.  This  illus- 
trates the  locking-in  effect  that  a  high  capital  gains  tax  rate  engen- 
ders. 

In  fact,  Mr.  Chairman,  Lawrence  B.  Lindsey  on  the  Board  of 
Governors  of  the  Federal  Reserve  System  estimates,  that  had  there 
been  no  taxpayer  behavioral  response  to  the  1986  technology  law 
changes  that  raised  the  maximum  capital  gains  tax  from  20  per- 
cent to  28  percent,  the  1993  Government  revenues  from  the  capital 
gains  tax  would  have  been  more  than  twice  what  they  actually 
were. 

So  when  we  raised  the  tax  rates,  we  locked  in  significant 
amounts  of  wealth  which  will  be  unlocked  by  this  bill,  even  among 
lower-  and  middle-income  taxpayers. 

This  bill  will  help  small  business  owners  who,  after  years  of  toil 
and  effort,  decide  to  sell  their  businesses  and  retire.  Take,  for  ex- 
ample, the  case  of  a  small  business  owner  and  his  wife  who,  after 
35  years,  sell  their  business  in  Northern  Utah  for  a  $250,000  gain 
and  move  to  the  warmer  climate  of  Southern  Utah.  Since  this  one- 
time gain  would  be  part  of  their  AGI.  or  their  adjusted  gross  in- 
come, these  taxpayers  would  be  lumped  into  the  category  of  "the 
rich"  even  though  their  average  income  over  the  prior  years  may 
have  never  amounted  to  more  than  $40,000  or  maybe  $50,000  per 
year  at  the  height.  Would  these  people  consider  themselves  to  be 
"high  rollers"?  Certainly  not. 

Yet  opponents  of  capital  gains  tax  rate  reductions  often  include 
such  taxpayers  into  a  group  making  over  $200,000  per  year.  A  look 
at  Treasury  Department  statistics  paints  a  more  accurate  picture. 
If  capital  gains  are  excluded  from  income,  only  about  5  percent  of 
tax  returns  containing  long-term  capital  gains  have  incomes  over 
$200,000. 


Except  for  the  United  Kingdom,  Mr.  Chairman,  all  of  our  G-7 
partners  tax  capital  gains  more  lightly  than  we  do.  Perhaps  this  is 
why  their  savings  rates  are  so  much  higher  than  ours.  Whereas  Ja- 
pan's savings  rate  is  almost  15  percent,  and  France's  over  14  per- 
cent our  savings  rate  is  less  than  5  percent.  As  a  result,  their 
economies  have  more  available  capital  for  business  investment 
than  we  do  here  in  the  United  States.  Capital  tends  to  flow  to 
those  areas  where  it  is  treated  the  best.  Much  of  the  foreign  invest- 
ment fueling  business  expansions  elsewhere  could  return  home,  if 
we  lowered  our  capital  gains  tax  rate. 

So  what  would  S.  959  do,  Mr.  Chairman?  First,  it  would  allow 
a  50-percent  reduction  for  all  long-term  capital  gains,  for  capital 
assets  held  for  at  least  1  year. 

Second,  it  would  reduce  the  maximum  corporate  capital  gains  tax 
rate  to  25  percent. 

Third,  taxpayers  who  are  unfortunate  enough  to  sustain  losses 
on  the  sales  of  their  personal  residences  would  be  able  to  deduct 
those  losses  as  capital  losses.  Under  current  law,  we  tax  gains  on 
homes  but  we  do  not  allow  deductions  for  losses,  and  that  is  just 
plain  unfair. 

Finally,  the  Hatch-Lieberman  bill  would  expand  upon  a  useful 
provision  that  Senator  Bumpers,  the  ranking  Member  of  this  Com- 
mittee, was  instrumental  in  adding  to  the  1993  tax  bill.  His  bill 
was  designed  to  spur  investments  in  expanding  and  new  startup 
companies.  Under  it,  an  investor  in  a  qualifying  company  can  cur- 
rently get  a  50  percent  capital  gains  deduction  if  he,  or  she,  holds 
the  investment  for  at  least  5  years.  S.  959  increases  that  deduction 
to  75  percent.  In  addition,  our  bill  allows  for  a  complete  deferral 
of  gains  on  qualified  small  business  investments  if  the  proceeds 
from  such  a  sale  are  reinvested  in  another  qualifying  company 
within  60  days. 

Thus,  under  S.  959,  if  a  taxpayer  invests  in  a  new  startup  com- 
pany and  holds  the  stock  for  between  1  and  5  years,  the  50  percent 
capital  gains  deduction  would  apply. 

If  he  or  she  holds  it  for  5  years  or  more,  the  gains  earned  after 
that  point  would  qualify  for  the  75  percent  deduction.  Or  if  after 
5  years,  the  taxpayer  decided  to  sell  and  invest  the  proceeds  into 
another  small  business  enterprise,  the  gain  on  the  sale  of  the  first 
investment  would  be  deferred  until  such  time  as  the  taxpayer  ulti- 
mately sells  the  second  stock.  We  believe  these  targeted  small  busi- 
ness provisions  hold  a  great  deal  of  promise  for  increased  invest- 
ment, and  thus  job  creation  in  startup  enterprises. 

In  summary,  Mr.  Chairman,  I  believe  that  the  Hatch-Lieberman 
capital  gains  bill  will  significantly  increase  the  pool  of  available 
capital  for  new  business  startups  and  for  business  expansion  for 
small  business,  if  you  will.  As  a  result,  it  will  contribute  to  the  cre- 
ation of  new  jobs  and  cause  the  economy  to  grow  in  such  a  fashion 
as  to  benefit  all  Americans. 

I  just  want  to,  again,  thank  you  for  holding  this  hearing. 

Chairman  Bond.  Well,  thank  you  very  much,  Senator  Hatch,  for 
you  very  compelling  testimony. 

Senator  Lieberman. 


STATEMENT  OF  THE  HONORABLE  JOSEPH  I.  LIEBERMAN, 
A  UNITED  STATES  SENATOR  FROM  CONNECTICUT 

Senator  LlEBERMAN.  Well,  thank  you,  Mr.  Chairman.  It  is  good 
to  be  here.  It  is  unusual  to  be  on  this  side  of  the  table  in  this  Com- 
mittee, but  I  appreciate  very  much  the  opportunity.  Thank  you  for 
holding  this  hearing  to  focus  the  Small  Business  Committee,  and 
in  that  sense,  the  small  business  community  throughout  America, 
on  the  various  tax  proposals  that  are  being  considered,  that  may 
be  of  assistance  to  small  business. 

I  am  very  proud  to  join  with  Senator  Hatch  in  the  introduction 
of  this  broad-based  capital  gains  tax  relief  measure,  because  I 
agree  with  everything  he  said  today.  In  particular,  I  believe  cutting 
capital  gains  is  the  way  to  stimulate  more  economic  growth,  and 
through  that  growth,  to  be  better  able  to  deal  with  our  deficit.  Be- 
cause you  are  never  going  to  balance  the  books  unless  this  economy 
is  healthv. 

Mr.  Chairman,  I  would  just  say  a  few  things.  Part  of  what 
underlies  the  approach  that  Senator  Hatch  and  I  are  taking  in  this 
bill — and  there  are  now  44  co-sponsors  in  the  Senate  on  this  bill, 
I  am  pleased  to  say — is  the  belief  that  the  tax  system  can  create 
incentives  for  people  to  put  their  money  into  places  that  are  more 
productive  for  society. 

And  it  is  part  of  an  approach  that,  frankly,  says  that  while  we 
are  happy  with  the  2  and  2.5  percent  growth  in  the  GDP,  we  are 
not  satisfied  with  it. 

And  in  fact  to  have  this  economy  create  the  number  of  jobs  we 
need  to  create,  to  reemploy  people  who  have  lost  their  jobs  in  the 
downsizing  and  modernization  of  corporations,  let  alone  to  create 
job  opportunities  for  the  succeeding  generations  coming  into  the  job 
market,  we  need  to  unleash  the  full  capital  potential  of  our  society. 
I  cannot  think  of  a  better  way  to  do  that  than  to  cut  capital  gains 
taxes  in  the  way  that  we  have  provided  in  this  bill. 

This  is  a  two-tier  approach.  One  is  the  broad-based  tax  relief 
that  Senator  Hatch  has  eloquently  described,  and  second  is  the  tar- 
geted incentive  to  invest  in  small  business  enterprises. 

Of  course  we  hope  that  both  tiers  will  help  small  businesses  be- 
cause as  this  Committee  knows  well,  small  business  really  is  the 
engine  that  drives  the  American  economy. 

I  present,  among  the  various  and  sundry  pieces  of  evidence  to 
support  that  statement,  these  figures  from  the  Small  Business  Ad- 
ministration. 

"Industries  dominated  by  large  firms  posted  a  net  loss  of  200,000 
jobs  in  1993.  Industries  dominated  by  small  firms  posted  a  net  gain 
of  1.6  million  jobs  during  that  same  year,  1993." 

So  it  is,  by  the  accessibility  to  capital,  that  small  businesses  and 
individuals  wanting  to  start  small  businesses  will  be  able  to  grow 
the  economy  and  create  more  job  opportunity. 

I  can  tell  you,  in  Connecticut,  as  we  watch  able  people  lose  their 
jobs  in  larger  corporations,  and  able  people  who  are  not  willing  to 
take  it  lying  down,  but  are  actually  interested  in  taking  a  bright 
idea  and  trying  to  create  their  own  business,  the  major  challenge 
and  frustration  is  to  find  the  capital  to  be  able  to  do  that. 

And  this  proposal,  in  both  tiers,  but  particularly  in  the  targeted 
incentive   for   small    business    enterprises,    I    think   will    create    a 


strong,  and  we  hope  irresistible,  incentive  for  people  who  have 
money,  who  have  capital,  to  invest  it  in  those  who  are  starting,  or 
running  small  businesses. 

As  Senator  Hatch  indicated,  the  extra  75  percent  exclusion  of 
capital  gains  from  sale  of  an  investment  in  a  qualified  small  busi- 
ness held  for  5  years  under  this  bill,  builds  on  legislation  that  Sen- 
ator Bumpers  and  others  sponsored,  that  was  part  of  the  budget 
package  in  1993. 

Frankly,  that  has  not  produced  all  the  results  that  we  would 
have  liked,  in  part,  because  some  of  the  restrictions  on  it,  including 
the  limit  on  qualified  companies  being  up  to  $50  million  in  capital- 
ization was  too  restrictive,  and  the  Federal  bureaucracy  came  along 
and  wrote  some  regulations  for  the  implementation  of  this  pro- 
gram, that  made  it  less  attractive  to  those  who  have  capital. 

Senator  Hatch  and  I  feel  that  we  have  corrected  some  of  those 
inhibitions  to  those  with  capital  to  invest  in  small  businesses,  with 
the  introduction  of  this  proposal. 

And  we  want  to  draw  special  attention  to  a  new  feature,  which 
I  think  has  a  lot  to  commend  it,  which  is  the  second  part  of  the 
targeted  small  business  part  of  our  capital  gains  proposal.  This  fea- 
ture says  that  after,  in  a  sense,  you  qualify  by  keeping  your  money 
in  a  small  business  for  5  years,  you  can  either  take  it  out  and  cash 
out  with  a  75  percent  exclusion  on  your  capital  gain,  or  if  you  then 
reinvest  it  in  another  qualified  small  business,  or  as  defined  under 
the  bill,  then  you  can  totally  defer  taxation. 

And  this,  we  hope,  will  create  a  growing  pool  of  capital  from 
which  small  businesses  in  this  country  can  draw. 

I  think  this  is  going  to  be  a  real  strong  incentive  to  get  money 
where  we  want  it  to  be.  Joint  Tax  has  estimated  that  the  targeted 
small  business  enterprise  incentive  part  of  this  proposal  will  cost 
$200  million  over  5  years,  $400  million  over  7  years,  and  $700  mil- 
lion over  10  years,  which  I  am  sure  you  would  agree  is  a  relatively 
low  cost,  a  remarkably  low  cost  for  the  potential  return. 

I  know  Senator  Hatch  and  I  are  grateful,  not  only  for  your  time, 
but  for  the  number  of  members  of  this  committee  who  have  co- 
sponsored  our  bill. 

We  look  forward  to  your  support,  and  I  am  optimistic  that  as 
part  of  an  overall  agreement  on  the  budget  and  tax  for  this  year 
that  not  only  will  we  have  a  broad-based  capital  gains  tax  reduc- 
tion, but  that  we  will  have  a  targeted  price  as  well  and  that  both 
will  be  good  for  our  economy. 

I  thank  the  Chair. 

[The  prepared  statement  of  Senator  Lieberman  follows:! 


10 


STATEMENT  OF  SENATOR  JOSEPH  I.  LIEB! 
Before  the 

SENATE  SMALL  BUSINESS  COMMITTEE 
September  19,  1995 


Mr.  Chairman  and  members  of  the  committee,  it  is  an  honor  to 
be  testifying  before  you  today.   I'm  here  to  talk  briefly  about 
legislation  I've  introduced  with  Senator  Hatch,  S.  959,  the 
Capital  Formation  Act  of  1995.   This  bill,  which  currently  has  44 
cosponsors,  including  several  members  of  this  Committee,  reduces 
the  tax  rate  on  capital  gains  and  encourages  investment  in  new 
and  growing  business  enterprises  by  providing  targeted  incentives 
for  investing  in  these  businesses. 

The  portions  of  S.  959  which  encourage  investment  in  new  and 
growing  business  enterprises  is  what  I  would  like  to  talk  about 
today  since  these  provisions  could,  if  enacted,  do  much  to  help 
the  small  business  community  to  create  new  job  opportunities. 

Before  I  go  any  further,  I  must  give  credit  where  credit  is 
due.    The  ranking  member  of  this  committee.  Senator  Dale 
Bumpers,  has  been  a  leader  in  providing  incentives  for  start-up 
businesses  to  attract  capital.   He  worked  mightily  to  have  a 
targeted  incentive  piece  included  in  the  1993  reconciliation  bill 
and  he  succeeded.   Because  of  subsequent  IRS  regulations,  that 
provision  has  not  worked  as  well  as  we  had  hoped.   That  is  why  S. 
959  contains  a  targeted  incentive  which  builds  on  the  1993 
reconciliation  bill. 

S.  959  includes  a  special  incentive  for  venture  capital 
which  recognizes  that  all  investments  in  capital  assets  are  not 
necessarily  created  equally.   That  is  to  say  that  venture  capital 
investments  typically  involve  more  risk  but  have  the  potential  to 
provide  greater  economic  benefits  than  other  types  of 
investments . 

The  special  incentive  in  S.  959  provides  a  75  percent 
exclusion  for  new,  direct,  long-term  investments  in  the  stock  of 
a  small  corporation.   This  is  an  additional  25  percent  increase 
over  the  capital  gains  cut  of  50  percent  that  S.  959  applies  to 
non-venture  capital  investments.   This  special  incentive  applies 
to  new  investments  made  on  or  after  date  of  enactment  and  to 
stock  that  is  held  for  at  least  five  years.   To  qualify, 
investments  must  be  made  in  a  businesses  with  $100  million  or 
less  in  aggregate  gross  assets,  a  ceiling  which  is  indexed  for 
inflation.   The  incentive  applies  to  both  individual  and 
corporate  taxpayers  and  once  the  five  year  threshold  is  met,  it 
sweetens  the  incentive  with  a  rollover  provision  which  will 
encourage  investors  to  reinvest  that  money  in  another  qualified 
small  business  and  defer  the  75  percent  excluded  tax  of  gains 
until  those  gains  are  withdrawn  from  a  qualified  investment.   We 
hope  this  will  help  create  a  pool  of  capital  from  which  smaller 
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firms  across  America  can  draw.   Joint  Tax  has  estimated  that  this 
special  incentive  for  small  businesses  will  cost  $200  million 
over  five  years,  $400  million  over  seven  years  and  $700  million 
over  ten  years  -  a  relatively  low  cost  for  the  potential  return. 

We  have  included  this  incentive  because  of  the  dynamic 
ability  of  entrepreneurs  to  create  jobs  and  capture  markets. 
The  electronics,  biotechnology  and  other  high  tech  industries 
have  changed  our  economy.   As  importantly,  they  have  changed  our 
lives  for  the  good  and  they  are  the  ones  who  can  provide  the  new 
jobs  to  re -employ  those  who  have  lost  their  jobs  and  employ  the 
next  generation  coming  into  the  job  market. 

These  industries  need  capital  to  fund  research.   For  the 
first  few  years,  and  in  some  sectors  for  the  first  five  to  ten 
years,  companies  have  little  or  no  sales  to  fund  their  research. 
They  can't  borrow  funds  because  they  aren't  great  credit  risks. 
So  they  issue  stock  to  employees,  inside  investors  and  outside 
investors  to  keep  the  company  alive.   An  ordinary  bank  would 
raise  not  one,  but  two  eyebrows,  at  the  prospect  of  lending  to 
many  of  these  companies.   They  are  enterpreneurial  and  therefore 
risky.   But  when  all  is  said  and  done,  this  is  often  the  way  that 
dazzling  new  products  and  solid  new  job  opportunities  are 
created. 

The  entrepreneurial  model  is  a  large  part  of  what  defines 
and  distinguishes  America.   When  we  combine  that  unique  American 
drive  with  our  universities  and  then  add  in  the  necessary  equity 
capital,  the  results  can  be  stunningly  productive.   The  risks  are 
as  well.   Many  small  entrepreneurial  firm  fail. 

But  some  succeed.   This  venture  capital  provision  is  aimed 
at  the  most  vibrant  part  of  our  economy  -  small  businesses.   As 
members  of  the  Small  Business  Committee,  you  are  all  aware  of  the 
statistics  that  show  that  small  business  are  the  job  generators 
in  this  country.   The  Small  Business  Administration  reports  that 
while  industries  dominated  by  large  firms  posted  a  net  loss  of 
200,000  jobs  in  1993,  industries  dominated  by  small  firms  posted 
a  net  gain  of  1.6  million  jobs  during  that  same  year.   It  is  in 
all  of  our  interests  to  ensure  that  these  small  cutting-edge 
companies  have  access  to  the  capital  they  need  to  grow.   That  is 
why  S.  959  contains  a  special  capital  gains  incentive  for  them. 

I  hope  that  all  of  you  on  this  committee  will  work  to  enact 
S.  959,  with  its  important  targeted  incentive  for  investing  in 
small  businesses  and  I  thank  you  for  the  opportunity  to  testify 
here  today. 
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Chairman  Bond.  Thank  you  very  much,  Senator  Lieberman. 

Senator  Lieberman  mentioned  the  Joint  Tax  scoring,  and  let  me 
turn,  first,  to  Senator  Hatch. 

You  are  talking  about  the  impact  of  this,  and  the  question  of  who 
benefits  from  it.  Is  it  not  possible,  that  with  the  change,  and  a 
more  favorable  treatment  of  capital  gains,  more  people  will  be  will- 
ing to  sell  assets  that  are  currently  locked  up,  that  this  will  gen- 
erate more  capital  gains,  and  potentially  generate  more  income? 

Senator  Hatch.  I  do  not  think  there  is  any  question  about  that, 
because  as  I  mentioned  in  my  earlier  remarks,  there  are  estimated 
some  $8  trillion  locked  up  in  capital  gains  because  of  the  high  cap- 
ital gains  tax  rates. 

For  instance,  for  a  couple  to  benefit  from  a  28  percent  capital 
gains  rate  reduction,  they  have  got  to  earn  almost  $90,000.  That 
means  that  almost  everybody  who  is  less  than  that,  well,  everybody 
less  than  that  really  does  not  benefit  very  effectively  from  a  capital 
gains  tax  rate. 

Chairman  Bond.  So  in  effect  the  current  capital  gains  tax  only 
favors  the  wealthy? 

Senator  Hatch.  It  only  favors  those  who  are  more  affluent.  We 
will  put  it  that  way. 

Chairman  Bond.  More  affluent. 

Senator  Hatch.  But  certainly,  above  the  average  middle-class  in- 
come, two-couple  income  in  this  society.  So,  you  know,  you  are  talk- 
ing about — if  we  could  unleash  10  percent  of  that  $8  trillion,  that 
is  $800  billion.  Can  you  imagine  what  that  would  do  to  stimulate 
the  economy  and  jobs,  and  opportunities,  and  economic  growth  in 
this  country? 

And  there  is  no  doubt  in  my  mind,  whatsoever,  that  we  should 
do  it.  But  even  if  that  did  not  happen,  it  just  plain  is  not  fair  to 
lump  these  people,  like  the  couple  that  I  mentioned — they  never 
made  more  than  $40,000  a  year,  but  sell  their  family  farm  at  the 
last  minute  for  $250,000,  get  lumped  into  the  over-$200,000  super 
rich  crowd.  That  is  not  fair,  and  especially  since  most  of  the  value 
of  that  farm  is  inflated  value. 

So  what  we  are  trying  to  do  is  get  a  sensible  Tax  Code  that  in- 
creases investment  and  opportunity  while  at  the  same  time  treat- 
ing people  fairly.  And  yes,  there  is  no  question,  wealthy  people  will 
benefit  as  well. 

But  wealthy  people  generally  just  do  not  go  and  buy,  you  know, 
buy  luxury  goods.  They  may  do  some  of  that,  but  they  generally 
roll  that  money  over  to  make  more  wealth,  and  in  doing  so  they 
create  wealth. 

And  in  doing  so,  in  many  cases  they  create  jobs  and  opportunity. 
So  it  is  a  win-win  for  everybody  if  we  cut  capital  gains  rates,  and 
I  think  the  rest  of  the  world  has  proven  that  to  be  so,  and  in  the 
last  30  years,  20  years,  25  years,  when  we  have  reduced  capital 
gains  tax  rates,  revenues  to  the  Government  seem  to  have  gone  up. 
When  we  have  increased  them,  revenues  seem  to  have  gone  down. 

Chairman  Bond.  Senator  Lieberman,  would  you  like  to  comment 
on  that? 

Senator  Lieberman.  It  is  hard  to  add  anything  to  that.  Amen.  I 
agree. 
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Chairman  Bond.  You  asked,  could  we  imagine  that  even  10  per- 
cent would  be  freed  up.  I  can  certainly  imagine  that.  I  just  wish 
the  Committee  on  Joint  Tax  would  imagine  that.  That  seems  to  be 
one  of  our  problems. 

Let  me  address  to  you,  Senator  Lieberman,  a  question,  that  Sen- 
ator Hatch  referred  to. 

A  question  came  to  me  from  a  farmer  in  Missouri,  who  35  years 
ago,  bought  a  farm,  and  he  was  getting  near  retirement,  and  he 
and  his  wife  would  like  to  sell  the  farm. 

They  can  get  twice  as  much  as  what  they  paid  for  the  farm.  The 
problem  is  the  dollar  is  worth  less  than  half  it  was  when  they 
bought  it.  So  what  they  take  out  will  be  less  than  the  purchasing 
value  than  they  put  in. 

And  they  asked  me  why  is  it  that  the  Federal  Government, 
which  has  caused  inflation,  and  devalued  the  dollar,  now  uses  the 
benefit  of  that  devalued  dollar  as  a  tax  base. 

Does  that  make  any  sense?  I  have  heard  people  try  to  argue  that, 
somehow,  they  have  benefited  from  that  all  the  time.  What  is  your 
assessment? 

Senator  LiEBERMAN.  Absolutely.  That  makes  a  lot  of  sense.  We 
chose,  in  this  bill,  because  we  wanted  to  get  some  of  the  targeted 
incentives  in  for  small  business,  to  try  to  right  that  wrong  with  the 
exclusion  on  capital  gains  as  opposed  to  going  to  indexing. 

But  there  is  no  question,  if  you  look  at  that  situation  you  have 
described,  or  somebody  who  owns  a  business,  perhaps  owns  some 
investment  property,  has  owned  it  for  a  period  of  time,  starts  to 
think  about  the  effect  of  inflation,  about  the  impact  of  a  capital 
gains  tax  on  proceeds,  combined  with  perhaps  a  State  capital  gains 
tax.  I  had  an  accountant  in  my  office  about  2  or  3  months  ago,  and 
I  said  to  him,  "How  is  business  at  home?" — I  always  figure  account- 
ants talk  to  a  lot  of  business  people — and  he  said,  "Well,  it  is  OK, 
it  is  getting  better,  but  it  is  not  real  great." 

And  I  said,  "What  is  the  best  thing  we  can  do  to  help  out?"  And 
this  is  an  accountant  who  has  a  small  business  practice. 

Now,  it  is  always  possible  that  the  Capital  Gains  Coalition  sent 
this  man  to  my  office.  I  do  not  think  that  was  the  case,  but  when 
I 

Chairman  Bond.  You  hope  they  would. 

[Laughter.] 

Senator  Lieberman.  I  said,  "What  is  the  best  thing  we  can  do?" 
and  he  said,  "Cut  the  capital  gains  tax  rate,  because  I  have  just 
got  a  lot  of  people  who  have  worked  hard,  they  have  got  assets,  but 
they  will  not  sell  them  so  long  as  the  tax  impact,  and  the  impact 
of  inflation  does  not  make  it  worthwhile." 

Of  course  the  interesting  thing  is  once  they  sell  them,  somebody 
else  buys  them,  you  have  got  a  new  owner,  you  have  got  an  owner 
that  probably  is  going  to  invest  a  little  money  in  renovation  up- 
keep, which  spills  over  into  helping  other  small  businesses  that  do 
that  kind  of  work. 

So  there  is  a  matter  of  equity  here,  and  as  Senator  Hatch  said 
very  well,  obviously  people  who  have  more  money  have  the  oppor- 
tunity to  benefit  under  this  proposal  as  well. 

But  of  course  that  is  part  of  the  reason  we  do  it — to  give  them 
an  incentive,  to  put  their  money  into  productive  uses. 
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But  a  remarkable  percentage  of  the  people  who  will  benefit,  a 
majority,  in  our  opinion,  are  going  to  be  middle  class  people  who 
own  a  small  business,  own  a  farm,  own  a  little  piece  of  investment 
property,  or  have  a  share  in  a  mutual  fund,  or  are  one  of  the  mil- 
lions of  Americans  who  are  part  of  a  stock  option  plan  where  they 
work. 

So  this  has  a  broad  effect  on  our  society,  and  we  think  it  can 
have  a  very,  very  positive  effect. 

Chairman  Bond.  Thank  you.  Senator  Lieberman. 

Senator  Burns. 

Senator  Burns.  I  have  no  questions,  and  I  would  just  ask  unani- 
mous consent  that  my  statement  be  included  in  the  record. 

Chairman  Bond.  So  ordered. 

[The  prepared  statement  of  Senator  Burns  follows:] 
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STATEMENT  OF  SENATOR  CONRAD  BURNS 

COMMITTEE  ON  SMALL  BUSINESS 

SEPTEMBER  19,  1995 


Mr.  Chairman,  out  of  all  the  issues  we  are  discussing  throughout  budget  reconciliation. 
I  don't  think  there  is  any  more  important  than  what  we  are  looking  at  in  this  hearing.    Small 
business  is  the  backbone  of  our  economy  and  there  is  no  doubt  in  my  mind  that,  if  we  can 
reduce  the  burden  on  our  small  businessmen  and  women,  we  can  truly  give  our  economy  a 
boost. 

Ninety-eight  percent  of  Montana's  businesses  are  considered  small  businesses.    And 
you  can  bet  I  hear  from  them.    There  are  three  things  that  come  up  consistently  whenever  you 
ask  a  small  business  owner  how  we  can  help  them  -  change  workers  comp,  reduce 
government  regulations,  and  cut  taxes. 

Now,  we  have  attempted  to  find  a  solution  to  the  regulatory  burdens  —  that's  still  on 
the  burner.  And  we  have  numerous  legislative  fixes  to  address  the  tax  situation.  We're  in  a 
tough  spot  with  that  —  trying  to  balance  the  budget  and  trying  to  cut  taxes  rarely  go  hand  in 
hand.  However,  if  you  look  down  the  road  a  little  further,  it's  easy  to  imagine  that,  with  tax 
relief  comes  more  innovation,  job  creation,  and  expansion  of  business.  And  with  that 
expansion  and  innovation  come  increased  revenue  to  the  government.  It  is  most  certainly  an 
investment. 

We  have  already  addressed  the  issue  of  making  health  insurance  fully  deductible  in  the 
Senate,  though  it  is  still  not  equitable  with  large  business'  ability  to  deduct  100%  of  their 
costs.    And  we  need  to  keep  plugging  away  at  that. 

And  as  a  co-sponsor  of  the  American  Family-Owned  Business  Act,  I  strongly  believe 
in  the  need  to  help  families  save  their  businesses  after  the  death  of  a  family  member.    We  see 
this  happening  in  farms  and  ranches  all  across  Montana.    There  is  nothing  more  humbling 
than  selling  a  family's  assets,  after  years  of  working  the  land,  just  to  pay  the  taxes. 

Mr.  Chairman,  we  have  today  an  incredible  list  of  witnesses.  From  our  distinguished 
Majority  Leader  to  representatives  of  small  businesses  in  many  different  fields  —  I  just  hope 
the  votes  scheduled  will  not  interrupt  our  panelists  train  of  thought.  This  is  a  very  important 
issue  and  deserves  our  fullest  attention. 

I  thank  you  for  holding  this  hearing  and  hope  we  can  count  on  all  these  folks  to  help 
us  move  these  ideas  forward.    Thank  you. 


16 

Senator  Burns.  And  if  I  could  just  make  a  short  statement  based 
on  what  our  colleagues  have  just  told  us. 

I  have  always  looked  at  capital  gains  tax  as  a  voluntary  tax.  You 
do  not  have  to  pay  capital  gains  tax  because  you  do  not  have  to 
sell.  And  when  I  went  through  the  situation  with  my  folks,  in  Sen- 
ator Bond's  territory  of  Missouri,  it  is  even  worse  when  you  see  an 
old  couple  that  bought  the  farm  in  1931,  160  acres  for  around 
$2,900,  and  then  sell  it  in  1980.  And  then  you  get  the  real  thrust 
of  what  we  call  capital  gains  tax. 

And  I  believe  that  true,  and  I  believe  the  forecast  of  Wayne 
Angell,  when  he  was  on  the  Federal  Reserve  Board,  to  turn  it  loose. 
Now,  if  you  want  to  find  out  how  the  economy  is  in  your  town,  you 
do  not  go  to  an  accountant.  Senator,  and  you  do  not  go  to  the  bank 
president. 

Senator  Lieberman.  Who  do  you  go  to? 

Senator  Burns.  I  go  to  the 

Chairman  Bond.  The  auctioneer. 

Senator  BURNS.  Yeah,  the  auctioneer  ain't  bad.  But  if  he  is  busy, 
you  have  got  a  bad  economy,  because  auctioneers  in  a  bad  economy 
are  the  only  ones  who  make  a  living. 

Chairman  Bond.  Funeral  directors. 

Senator  BURNS.  Yes,  and  funeral  directors. 

But  I  go  talk  to  my  trash  guy,  the  guy  that  hauls  the  trash  in 
town,  and  he  will  tell  you,  by  the  quality  of  the  garbage,  how  good 
the  economy  is. 

[Laughter.] 

Senator  BURNS.  And  if  you  think  that  is  wrong,  you  just  go  talk 
to  them,  because  they  will  sure  tell  you. 

So  we  appreciate  your  statement  on  this,  and  we  appreciate  your 
interest  in  this,  because  I  think  you  will  find  quite  a  lot  of  support 
in  this  Committee,  and  I  thank  you  for  that. 

Chairman  Bond.  Thank  you  very  much,  Senator  Burns.  That  is 
the  "trash  corollary"  to  S.  959. 

All  right.  We  will  turn  to  Senator  Frist. 

Senator  Frist.  Thank  you,  Mr.  Chairman,  and  I  appreciate  the 
testimony  of  both  witnesses  today. 

I,  too,  ask  unanimous  consent  that  my  opening  statement  be 
placed  in  the  record. 

Chairman  Bond.  So  ordered. 

[The  prepared  statement  of  Senator  Frist  follows:] 
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PREPARED  STATEMENT  OF  SENATOR  BILL  FRIST 

Committee  on  Small  Business 

September  19, 1995 

Before  1  begin,  I  would  like  to  thank  the  Chairman  for  holding  these  important  hearings. 
Survey  after  survey  shows  that  taxes  are  the  number  one  concern  of  small  business  owners  in 
Tennessee  and  across  America.  Almost  half  the  recommendations  that  came  out  of  the  White 
House  Conference  on  Small  Business  dealt  with  taxes. 

The  reason  is  simple:  through  excessive  taxation  and  a  complex  tax  code,  government  not 
only  hits  small  business  where  it  matters  most  --  in  their  bottom  line  --  but  it  presents  the  greatest 
direct  intrusion  into  the  lives  of  everyday  America.  For  that  reason,  I  would  also  like  to  express  my 
sincere  thanks  to  all  of  the  witnesses  --  Senators  and  business  people  alike  -  for  taking  the  time  to 
testify  before  this  Committee. 

Mr.  Chairman,  the  importance  of  small  business  to  the  American  economy  ~  and  to  our 
American  way  of  life  --  cannot  be  underestimated.  Small  business  accounts  for  more  than  half  our 
Nation's  workforce.  More  than  two-thirds  of  all  new  jobs  in  the  last  25  years  were  created  by  small 
business;  and  small  business  is  responsible  for  almost  half  our  GDP. 

Small  business  is,  and  has  always  been,  the  heart  of  the  U.S.  economy  -  the  engine  that 
drives  the  train.  Yet  for  years,  the  federal  government  has  thrown  up  roadblock  after  roadblock  of 
taxes,  red  tape  and  regulations  that  prevent  that  train  from  taking  us  where  we  need  to  go.  The  time 
has  come  for  government  to  not  only  remove  those  barriers,  but  to  do  everything  it  can  to  make  it 
easier  for  small  business  to  succeed. 

One  of  the  first  things  I  leamed  when  I  came  to  Washington  is  that  the  most  important  thing 
any  Senator  can  do  is  listen.  1  have  been  listening  to  the  people  of  Tennessee  and  I'd  like  to  share 
with  this  committee  some  of  the  things  they've  told  me.  In  the  interest  of  time,  I  will  focus  on  just 
one  aspect  of  taxation  ~  capital  gains. 

Not  too  long  ago,  I  met  with  37  farmers  and  agribusiness  owners  in  Knoxville.  Their 
primar)'  concern  was  not  the  700-page  farm  bill  that  the  Senate  will  debate  this  fall.  It  was  tax 
relief  They  told  me  that  they  realized  that  farm  programs  were  not  sacred  cows.  They  were  willing 
to  sacrifice,  and  accept  their  fair  share  of  spending  reductions  —  as  long  as  the  money  from  those 
reductions  was  applied  to  the  long-term  health  of  our  economy. 

These  men  and  women  ~  who  make  their  living  by  tending  crops  and  livestock,  day  in  and 
day  out.  twelve  months  of  the  year  ~  were  not  looking  for  federal  subsidies  or  farm  supports,  but 
they  did  want  a  cut  in  capital  gains  —  because,  first  and  foremost,  they  are  middle  class  small 
business  owners. 

The  owner  of  a  small  home  medical  equipment  company  in  Johnson  City  mortgaged  his 
home  to  start  his  business,  and  built  up  years  of  equity  in  hard  work  and  sweat.  He  told  me  that  he 
eventually  wanted  to  sell  that  business  to  invest  in  a  better  venture  ~  one  that  would  create  more 
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jobs,  and  provide  his  family  with  a  secure  future.  But  he  couldn't  afford  the  $400,000  he  would  have 
to  pay  the  IRS  in  capital  gains. 

"We  have  proven  we  can  be  good  stewards,  if  we  are  allowed  to  make  our  own  decisions," 
he  told  me.  "Please  help  us  keep  our  money  at  home  and  the  government  out  of  our  pockets 
by  refomiing  the  capital  gains  tax." 

But  the  story  that  really  goes  to  the  heart  of  the  matter  came  from  a  woman  who  ran  a 
campground  near  Nashville.  She  described  herself  as  "living  proof  that  capital  gains  are  not  just  a 
'rich  man's  tax:'" 

"My  retirement  account  was  never  a  stocks  and  bonds  portfolio,"  she  wrote.  "  I  couldn't  seem 
to  get  a  company  retirement  plan  going  for  my  employees  because  of  all  the  paperwork  and 
regulations  involved.  My  retirement  account  was  my  small  business.  Every  extra  dollar  I  made 
after  taxes  went  toward  repairing  and  maintaining  it.  I  sold  my  business  because  I  got  an  offer  I 
thought  I  shouldn't  refiise.  After  selling  it,  I  added  up  all  the  taxes  we  paid  over  20  years.  When  all 
was  said  and  done,  the  government  made  an  astounding  1 000  percent  more  than  I  did  on  my  efforts 
during  that  time." 

"Capital  gains  represents  a  double  whammy  of  the  worst  kind,"  she  said.  Supposedly  my 
business  became  more  valuable  from  the  improvements  I  made  and  inflation. ..The  original  cost  of 
our  land  was  $12,500  an  acre.  When  we  sold,  it  was  [supposedly]  worth  $145,000  an  acre." 

But  "the  key  is  not  in  the  sale  price  but  in  what's  left  after  Uncle  Same  takes  his  share. 
Capital  gains  will  take  a  huge  portion  just  due  to  the  increase  in  land  costs  over  the  last  20  years," 
she  said. 

Mr.  Chairman,  this  woman  went  on  to  describe  how  she  had  to  sell:  Her  partner  was  68 
years  old  and  tired.  Her  children  had  no  interest  in  continuing  the  family  business.  But  after  paying 
the  capital  gains  taxes,  she  had  to  develop  another  business  to  supplement  her  income  -  so  she  could 
survive  after  she  "retired." 

She  ended  her  letter  with  these  words:  "I  hope  you  will  stay  encouraged  to  support  a 
reduction  in  capital  gains.  This  is  not  about  passive  investors  who  get  rich  overnight.  It's  about 
small  business  people  who  unlock  the  door  each  morning  and  lock  it  up  at  night.  It's  about  the 
farmer  who  bears  the  cold  Tennessee  momings  to  check  on  a  new  calf  before  dawn.  It's  about 
anybody  who  buys  a  piece  of  land,  and  constructs  a  building  for  workers.  It's  about  people  who 
don't  go  overseas  to  build  the  better  mousetrap,  but  do  it  right  here  at  home." 

"The  power  to  tax."  said  Daniel  Webster,  "is  the  power  to  destroy."  It  was  true  in  1819,  and 
it's  true  today.  Through  unnecessary  and  excessive  taxation,  we  are  literally  forcing  people  out  of 
business  —  and  in  the  process,  we  are  not  only  destroying  America's  small  business,  but  also 
America's  way  of  life.  Mr.  Chairman,  I  thank  the  chair  for  this  time,  and  look  forward  to  the 
testimony  of  our  witnesses. 
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Senator  Frist.  I  do  want  to  recount  a  very  brief  story  that  does 
go  to  the  heart  of  the  matter,  for  me,  from  a  woman  who  has  actu- 
ally testified  before  this  Committee  in  a  field  hearing,  but  who  I 
have  followed  up  with  to  get  a  little  more  information. 

And  she  described  herself  as — and  she  says  "living  proof  that 
capital  gains  are  not  just  a  rich  man's  tax." 

She  wrote  to  me  in  a  letter  that,  "My  retirement  account  was 
never  a  stocks  and  bonds  portfolio.  I  could  not  seem  to  get  a  com- 
pany retirement  plan  going  for  my  employees,  a  small  business,  be- 
cause of  all  the  paperwork  and  regulations  involved.  My  retirement 
account  was  my  small  business.  Every  extra  dollar  I  made  after 
taxes  went  toward  repairing  and  maintaining  it." 

She  continues:  "I  sold  my  business  because  I  got  an  offer  I 
thought  I  could  not  refuse.  After  selling  it,  I  added  up  all  the  taxes 
we  paid  over  20  years.  When  all  was  said  and  done,  the  Govern- 
ment made  an  astounding  1,000  percent  more  than  I  did  on  my  ef- 
forts during  that  time." 

She  continues:  "Capital  gains  represents  a  double  whammy  of 
the  worst  kind.  Supposedly  my  business  became  more  valuable 
from  the  improvements  I  made,  and  inflation.  The  original  cost  of 
our  land  was  $12,500  an  acre.  When  we  sold,  it  was  supposedly 
worth  more  than  $145,000  an  acre.  But  the  key  is  not  in  the  sale 
price,  but  in  what  is  left  after  Uncle  Sam  takes  his  share.  Capital 
gains  will  take  a  huge  portion  just  due  to  the  increase  in  land  cost 
over  the  last  20  years." 

Mr.  Chairman,  this  woman  went  on  in  her  letter  to  describe  how 
she  had  to  sell.  Her  partner  was  68  years  old,  and  tired.  He  had 
no  interest  in  continuing  the  family  business. 

But  after  paying  the  capital  gains  taxes,  she  had  to  develop  an- 
other business  to  supplement  her  income,  so  she  could  survive  after 
she  had  retired. 

And  she  ended  up — and  I  will  close  with  these  words  in  her  let- 
ter. 

"I  hope  you  will  stay  encouraged  to  support  a  reduction  in  capital 
gains.  This  is  not  about  passive  investors  who  get  rich  overnight. 
It  is  about  small  business  people  who  unlock  the  door  each  morn- 
ing, and  lock  it  up  at  night.  It  is  about  the  farmer  who  bears  the 
cold  Tennessee  mornings  to  check  on  a  new  calf  before  dawn.  It  is 
about  anybody  who  buys  a  piece  of  land  and  constructs  a  building 
for  workers.  It  is  about  people  who  do  not  go  overseas  to  build  a 
better  mousetrap,  but  do  it  right  here  at  home." 

I  have  no  other  questions,  but  wanted  to  close  with  that,  and  I 
appreciate  your  testimony  today. 

Chairman  Bond.  Thank  you  very  much,  Senator  Frist. 

Arlene  Goodman  was  a  very  compelling  witness  at  the  Memphis 
hearing. 

Senator  Warner. 

Senator  Warner.  Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Mr.  Warner  follows:] 
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STATEMENT  BY  SENATOR  JOHN  WARNER 

Committee  on  Small  Business 

September  19,  1995 


Mi.  Chairman,  it  is  a  pleasure  to  be  here  today.   I  am  pleased  that  our 
distinguished  Majority  Leader,  the  Senior  Senator  from  Utah,  the  Senator  from 
Connecticut,  and  our  six  witnesses  from  the  small  business  community  are  able  to  join 
us. 

The  tax  issues  which  will  be  addressed  today  and  tomorrow  have  a  serious 
impact  on  our  nation's  small  businesses.    Small  business  is  the  engine  that  drives  our 
economy  and  we  must  careftilly  consider  how  these  tax  concerns  affect  our  small 
business  owners  and  what  we  can  do  to  assist  them  in  alleviating  the  unnecessary 
burdens  which  are  placed  upon  them.    In  my  home  state  of  Virginia  small  businesses 
run  the  gamut;  from  peanut  farms,  apple  orchards,  seafood  businesses  to  service  and 
maintenance  companies  and  high  tech  firms,  and  the  most  important  issue  of  all  of 
these  diverse  small  businesses  is  taxes. 

The  number  of  small  businesses  in  our  nation  continues  to  increase  rapidly,  and 
I  believe  we  must  continue  to  maintain  and  strengthen  these  businesses  as  they  are 
essential  to  the  survival  of  our  nation's  economy. 

Once  again,  I  thank  our  distinguished  witnesses  for  joining  us  today  and  I  look 
forward  to  hearing  their  insightful  testimony. 
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Senator  Warner.  I  join  in  strong  support  of  your  legislation,  and 
would  like  to  be  added  as  a  co-sponsor.  Earlier,  like  the  Chairman, 
I  joined  Senator  Dole  in  the  American  Family-Owned  Business  bill 
that  he  put  in,  because  I,  too,  feel  very  strongly  about  giving  people 
the  means  to  move  around  their  interests,  and  let  others  buy  it. 

You  know,  for  every  seller  there  is  a  buyer,  and  that  buyer  might 
bring  some  new  ideas,  or  in  some  way  try  and  improve  the  property 
that  he  or  she  acquires. 

I  wish  Senator  Burns  were  here.  I  go  out  and  talk  with  the  farm- 
ers, and  the  hardware  people.  I  kind  of  like  to  go  to  hardware 
stores.  Mr.  Chairman,  and  Doctor,  I  was  down  in  a  rural  part  of 
Virginia  the  other  day,  and  there  were  a  couple  of  old  fellows  sit- 
ting on  the  front  porch.  It  was  sundown. 

They  had  come  in  from  their  fields,  and  they  had  been  working 
all  day,  as  they  had,  each  of  them,  for  40  years,  operating  their 
farms. 

One  fellow  said  to  the  other,  "If  all  of  a  sudden  tomorrow  morn- 
ing, you  were  given  $1  million,  what  would  you  do?" 

This  fellow  said,  "I  reckon  I  would  just  go  on  farming  till  that 
runs  out." 

[Laughter.] 

Senator  Warner.  But,  you  know,  we  have  got  to  help  those  peo- 
ple who  have  dedicated  their  lives  to  their  businesses  or  to  love  and 
nourish  the  land,  and  in  this,  you  have  given  them  an  open  key, 
and  a  gateway  to  do  that. 

Thank  you. 

Chairman  BOND.  Thank  you  very  much,  Senator  Warner.  Sen- 
ator Lieberman  and  Senator  Hatch,  thank  you  very  much. 

We  are  going  to  try  to  move  on  to  the  second  panel,  Mr.  Wiggans, 
Mr.  Mann,  and  Dr.  Maust.  If  you  will  come  forward,  I  will  give  a 
brief  opening  statement,  while  you  are  getting  settled,  to  explain 
that  Senate  rules  call  on  this  Committee  to  study,  investigate,  and 
report  on  all  the  problems  of  American  small  business  enterprises. 

The  Committee  has  been  very  aggressive  this  year  in  conducting 
field  hearings  around  the  country,  where  we  have  heard  from  peo- 
ple who  cannot  travel  to  Washington,  and  I  know  from  listening  to 
those  citizens  that  our  tax  system  is  very  important. 

In  addition,  the  delegates  to  the  White  House  Conference  On 
Small  Business  demonstrated  the  magnitude  of  their  concerns  by 
ranking  several  tax  issues  among  their  top  ten  priorities. 

The  men  and  women,  owners  and  employees  of  small  businesses, 
know  the  importance  of  balancing  the  Federal  budget.  Our  commit- 
ment to  eliminate  the  deficit  should  remain  our  highest  priority.  In 
addition,  we  have  a  responsibility  to  invest  wisely  the  economic 
dividend  resulting  from  a  balanced  budget. 

I  think  the  cycle  of  economic  growth  can  continue  if  we  fme-tune 
our  tax  laws  to  reduce  the  financial  drag  on  the  productive  small 
business  sector. 

The  right  combination  of  fiscal  responsibility  and  tax  policy  can 
be  a  catalyst  for  true  prosperity,  and  certainly,  in  my  view,  the 
high  capital  gains  tax  rate  under  our  current  law  is  stifling  Amer- 
ica, because  successful  entrepreneurs  who  could  repeat  their  job- 
creating  activities  in  a  new  company,  if  it  were  not  for  the  disincen- 
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tive  in  tax  laws  against  realizing  and  reinvesting  their  gains,  are 
not  doing  so. 

I  think  we  must  take  maximum  advantage  of  this  opportunity. 

It  is  a  special  honor  for  us  to  have  regional  chairs  for  taxation 
issues  from  the  White  House  Conference  On  Small  Business,  where 
the  delegates  have  taken  on  a  continuing  responsibility  to  help 
Congress  implement  the  Conference's  recommendations. 

I  can  assure  you  that  this  Committee  will  devote  a  substantial 
amount  of  time  and  energy  to  highlight  the  recommendations  fromi 
the  Committee,  and  the  Conference,  and  to  urge  Congress  to  de- 
liver some  meaningful  results  for  the  small  business  people  around 
the  country. 

And  now  it  is  my  pleasure  to  call  on  Mr.  Tom  Wiggans,  president 
and  chief  executive  officer  of  Connective  Therapeutics,  Palo  Alto, 
California,  on  behalf  of  the  Biotechnology  Industry  Organization. 

And  Dr.  Ann  Parker  Maust,  president  of  Research  Dimensions, 
Inc.,  of  Richmond,  Virginia,  co-owner  of  Parker-Maust  Corporation 
of  Arcadia,  Florida,  and  co-owner  of  Parker  Apartments  in  Arcadia, 
Florida. 

And  let  us  begin  with  Mr.  Wiggans.  Welcome. 

STATEMENT  OF  TOM  WIGGANS,  PRESIDENT  AND  CHIEF  EXEC- 
UTIVE OFFICER,  CONNECTIVE  THERAPEUTICS,  PALO  ALTO, 
CALIFORNIA,  ON  BEHALF  OF  THE  BIOTECHNOLOGY  INDUS- 
TRY ORGANIZATION,  WASHINGTON,  D.C. 

Mr.  Wiggans.  Thank  you  very  much.  It  is  a  genuine  pleasure  to 
be  here. 

My  name  is  Tom  Wiggans,  and  I  am  president  and  CEO  of  Con- 
nective Therapeutics,  a  biotechnology  company  based  in  Palo  Alto, 
California,  which  is  developing  products  to  treat  serious  diseases  of 
skin  and  connective  tissue. 

Many  of  these  diseases  predominantly  affect  women  between  the 
ages  of  20  and  50,  and  there  are  currently  no  cures  or  even  treat- 
ments for  most  of  them. 

We  recently  completed  our  first  clinical  trial  on  a  product  for 
scleroderma,  a  disease  that  affects  women  in  80  percent  of  the 
cases,  has  a  5-year  mortality  rate  of  50  percent,  and  which  has  no 
treatment. 

Connective  Therapeutics  was  founded,  and  this  product  is  in  clin- 
ical trials,  because  investors  were  willing  to  put  their  money  at 
considerable  risk  in  the  hope  that  we  will  develop  new  therapies 
to  treat  diseases  such  as  scleroderma. 

My  company  is  fortunate  to  have  raised  sufficient  capital  to  enter 
human  clinical  trials  during  an  extremely  difficult  financing  period 
for  the  biotechnology  industry. 

Yet  we  now  have  sufficient  funds  to  continue  only  through  the 
middle  of  next  year,  and  therefore,  we  must  and  will  continue  to 
raise  capital  to  continue  our  development  activities. 

As  you  mentioned,  I  am  here  testifying  on  behalf  of  the  Bio- 
technology Industry  Organization  and  its  many  members  in  the 
United  States  and  internationally. 

As  all  entrepreneurs  must  do,  let  me  start  with  the  bottom  line. 
The  biotechnology  industry  supports  S.  959,  the  Hatch-Lieberman 
capital  gains  bill,  section  6301  of  H.R.  1215.  the  House-passed  cap- 
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ital  gains  bill,  and  H.R.  918,  the  venture  capital  gains  proposal  of 
Congressmen  Matsui  and  English. 

We  support  a  two-tiered  capital  gains  bill,  with  one  tier  providing 
a  broad-based  capital  gains  incentive  for  investments  held  for  1 
year,  and  a  venture  capital  incentive  for  direct  investments  in  stock 
of  small  companies  held  for  at  least  5  years. 

We  believe  that  such  a  two-tier  gains  incentive,  such  as  found  in 
S.  959,  optimizes  the  capital  formation  incentives  for  the  Budget 
Reconciliation  Bill. 

Most  biotechnology  firms  fund  research  on  deadly  and  disabling 
diseases  from  investor  capital,  not  profits  on  sales. 

Without  these  investors  who  will  take  the  risk  to  buy  stock  in 
our  companies,  our  vital  research  would  end,  and  the  biotechnology 
industry  would  end. 

These  direct  equity  investments  come  from  founders,  from  our 
employees  who  not  only  put  in  sweat  equity,  but  real  cash  equity 
into  their  companies,  as  well  as  investors  who  are  willing  to  invest 
in  the  hope  of  developing  break-through  drugs,  and  are  willing  to 
take  the  risk  associated  with  that  development. 

As  you  know  the  biotechnology  industry  is  one  of  the  most  re- 
search-intensive industries  in  the  civilian  manufacturing  sector. 

The  average  company  spends  $68,000  per  employee,  per  year,  on 
research,  more  than  nine  times  the  corporate  average. 

In  the  1994  survey  by  Business  Week  on  U.S.  research  and  de- 
velopment, the  top  five  firms  in  the  United  States  on  research  ex- 
penditures per  employee  were  biotech  companies. 

But  bringing  a  biotech  drug  to  the  market  is  risky,  lengthy,  and 
expensive.  From  the  initial  testing  to  final  FDA  approval  can  take 
7  to  12  years,  and  cost  anywhere  from  $150  million  to  $300  million. 

As  I  have  said,  the  biotechnology  industry  strongly  endorses  a 
two-tiered  capital  gains  incentive  such  as  the  Hatch-Lieberman 
bill. 

We  believe  that  these  two  capital  gains  incentives  are  com- 
plementary' and  that  a  two-tiered  capital  gains  incentive  will  insure 
that  capital  is  formed  for  American  entrepreneurs  and  emerging 
companies. 

The  first  tier  incentive  is  for  all  investors  willing  to  take  risk, 
and  hold  their  investments  for  a  year.  And  the  second  tier  is  for 
venture  capital  investments  held  for  5  years. 

This  second  tier  incentive  recognizes  that  not  all  investments  in 
capital  assets  are  the  same.  Venture  capital  investments  typically 
involve  tremendous  risk,  yet  potentially,  they  provide  the  greatest 
economic  and  social  benefits  by  funding  truly  novel  technologies 
that  create  whole  new  industries  and  revolutionize  our  standard  of 
living. 

These  investments  also  require,  typically,  very  long  holding  peri- 
ods during  which  the  investments  are  not  only  illiquid,  but  during 
which  the  entire  investment  is  at  risk  for  loss. 

This  venture  capital  incentive  supports  the  dynamic  ability  of 
American  entrepreneurs  to  create  jobs,  create  economic  growth, 
capture  global  markets,  and  improve  standards  of  living. 

Senator  Bumpers  deserves  credit  as  the  initial  sponsor  of  venture 
capital  provisions  as  found  in  S.  959.  He  first  proposed  it  in  1987. 
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Senator  Lieberman  has  joined  with  Senator  Hatch  as  the  lead 
sponsors  of  S.  959  and  we  are  deUghted  that  9,  I  believe,  now, 
Members  of  this  Committee  are  already  co-sponsors  of  S.  959. 

In  fact  venture  capital  incentives  have  been  endorsed  on  a  broad 
bipartisan  basis,  including  both  Presidential  candidates  in  the  last 
election. 

As  was  previously  stated,  the  1993  venture  capital  incentive  has 
already  been  scored  as  losing  $752  million  over  5  years. 

Fixing  the  incentive  is  relatively  inexpensive.  The  Joint  Tax 
Committee  has  found  that  venture  capital  provisions  of  S.  959,  in- 
cluding the  rollover  provision,  would  reduce  Government  revenues 
by  $200  million  over  5  years,  $400  million  over  7  years,  and  $700 
million  over  10  years. 

I  am  told  that  by  Washington  standards,  this  is  a  relatively  mod- 
est sum.  Of  course  by  any  other  standard,  it  is  a  huge  amount,  but 
in  the  context  of  its  potential  to  create  jobs,  new  industries,  and 
improve  quality  of  life,  it  may  very  well  be  the  most  cost-effective 
provision  of  the  new  tax  reform. 

In  closing,  let  me  make  an  outside-the-Beltway  observation. 

It  seems  virtually  everybody  in  Washington  claims  they  support 
capital  gains  incentives  and  acknowledge  the  profound  impact  it 
will  have  on  American  entrepreneurs,  the  American  economy  and 
all  American  investors. 

Yet  it  appears  nothing  gets  done.  As  a  representative  of  Amer- 
ican entrepreneurs  and  someone  who  knows  what  this  incentive 
will  do  to  unleash  American  creativity,  and  productivity,  I  am  here 
to  ask  you  to  end  the  rhetoric  and  pass  this  legislation. 

Thank  you  very  much. 

[The  prepared  statement  and  attachments  of  Mr.  Wiggans  fol- 
low:] 
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TESTIMONY  OF  TOM  WIGGANS 

PRESIDENT  AND  CEO  OF  CONNECTIVE  THERAPEUTICS 

TESTIFYING  ON  BEHALF  OF  THE 

BIOTECHNOLOGY  INDUSTRY  ORGANIZATION 

BEFORE  THE 

SENATE  SMALL  BUSINESS  COMMITTEE 

SEPTEMBER  19,  1995 

Good  afternoon.  My  name  is  Tom  Wiggans  and  I  am  President  and  CEO  of  Connective 
Therapeutics,  a  biotechnology  company  based  in  Palo  Alto,  California  developing  products  to 
treat  diseases  of  the  skin  and  connective  tissues. 

The  Bottom-Line 

As  all  entrepreneurs  must  do,  let  me  start  with  the  bottom  line:  the  biotechnology 
industry  supports  S.  959,  the  Hatch-Lieberman  capital  gains  bill;  Section  6301  of  H.R.  1215, 
the  House-passed  capital  gains  bill;  and  H.R.  1918,  the  venture  capital  gains  proposal  of 
Congressmen  Matsui  and  English.    We  are  delighted  that  eight  members  of  this  Committee 
are  already  cosponsors  of  S.  959. 

We  support  a  two-tiered  capital  gains  bill,  with  one  tier  providing  a  broad-based  capital 
gains  incentive  for  investments  held  for  at  least  one  year  and  a  venture  capital  incentive  for 
direct  investments  in  the  stock  of  small  companies  held  for  at  least  five  years. 

We  believe  that  a  two-tiered  gains  incentive,  such  as  found  in  S.  959,  optimizes  the 
capital  formation  incentives  for  the  budget  reconciliation  bill. 

BIO  also  supports  H.R.  803,  the  Johnson-Matsui  R  and  E  Credit  bill;  S.  351,  the  Hatch- 
Baucus  R  and  E  Credit  bill;  H.R.  1566,  the  Johnson-Matsui  Orphan  Drug  Tax  Credit  bill; 
and  S.  1052,  the  Hatch-Baucus  Orphan  Drug  Tax  Credit  bill.    But,  our  companies  will  not 
be  able  to  claim  either  the  R  and  E  Credit  or  the  Orphan  Drug  Tax  Credit  unless  they  have 
capital  to  invest  in  research.    This  means  that  capital  gains  incentives  are  necessarily  our 
most  important  tax  policy  priority  and  that  is  the  only  issue  I  will  address  in  my  testimony 
here  today. 

Connective  Therapeutics  and  BIO 

Connective  Therapeutics  is  a  new  biotechnology  company  whose  first  product  is  being 
tested  for  the  treatment  of  a  very  serious,  untreatable  disease.   This  product  is  a  compound 
which  did  not  show  clinical  effectiveness  in  its  first  indication  in  research  by  a  major 
pharmaceutical  company,  but  it  has  now  been  shown  to  hold  great  promise  for  the  treatment 
of  scleroderma,  a  rare,  debilitating  and  untreatable  condition  affecting  skifi  connective  tissue 
and  a  condition  which  almost  always  continues  to  worsen  and  result  in  death.    This  disease 
primarily  affects  women  between  the  ages  of  20  and  50,  and  the  five  year  mortality  rate  is 
50%.    We  are  also  researching  products  to  treat  other  progressive,  often  fatal  fibrosis  of  the 
lungs,  kidneys,  and  liver.   We  recently  completed  our  first  clinical  trial  involving 
scleroderma  patients. 

The  original  developer  of  this  compound  had  the  willingness  and  foresight  to  make  it 
available  to  my  new  company.    However,  it  was  investors  who  were  willing  to  put  their 
capital  at  risk  who  idlowed  our  company  to  begin  testing  the  compound  in  scleroderma 
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patients.    What  we  have  at  my  new  company  is  an  exciting  and  classic  story  about  the 
entrepreneurial  biotechnology  industry  and  the  hope  and  risk  associated  with  development  of 
a  breakthrough  drug. 

From  1992  to  1994  I  served  as  Chief  Operating  Officer  of  CytoTherapeutics,  a 
biotechnology  company  based  in  Providence,  Rhode  Islands,  which  is  developing  cell 
transplantation  technology  for  the  treatment  of  serious  central  nervous  system  disorders,  such 
as  Parkinson's  Disease  and  Alzheimer's  Disease.    Prior  to  that  I  was  President  of  Serono 
Laboratories  and  Managing  Director  of  its  subsidiary  in  the  United  Kingdom.    I  have  a  BS  in 
Pharmacy  from  the  University  of  Kansas  and  an  MBA  from  Southern  Methodist  University. 
I  am  married  and  have  adorable  three  and  five  year  old  daughters. 

I  am  testifying  here  today  on  behalf  of  the  Biotechnology  Industry  Organization  (BIO), 
the  international  trade  organization  to  serve  and  represent  the  emerging  biotechnology 
industry  in  the  United  States  and  around  the  globe.    As  the  leading  voice  for  the 
biotechnology  industry,  BIO  represents  over  560  companies,  academic  institution,  state 
biotechnology  centers  and  related  organizations  in  47  states  and  more  than  20  nations 
engaged  in  the  development  of  products  and  services  in  the  areas  of  agriculture,  biomedicine, 
diagnostics,  food,  energy  and  environmental  applications. 

At  BIO,  I  have  served  as  a  member  of  the  Governing  Body  of  the  Emerging  Company 
Section,  which  ensures  that  the  interests  of  smaller  companies  are  fully  represented  within 
BIO.    Prior  to  the  formation  of  BIO  on  July  1,  1993,  I  served  as  President  of  the  Association 
of  Biotechnology  Companies  (ABC),  which  along  with  the  Industrial  Biotechnology 
Association  merged  to  form  BIO,  a  merger  which  I  helped  to  negotiate. 

Capital  Formation  to  Fund  Research 

You  need  to  understand  one  simple  fact  about  the  biotechnology  industry;  most  of  our 
firms  fund  research  on  deadly  and  disabling  diseases  from  investor  capital,  not  revenue. 
Without  investors  taking  the  risk  of  buying  the  stock  of  our  companies,  much  of  our  vital 
research  would  end.    Now  you  understand  why  our  industry  cares  so  much  about  capital 
gains  incentives  and  about  incentives  for  venture  capital  in  particular. 

Almost  without  exception  our  industry  cannot  borrow  capital.   Our  principal,  and  for 
most  of  us  our  only,  source  of  capital  is  equity  capital.    This  is  why  a  capital  gains  incentive 
focused  in  part  specifically  on  direct  equity  investments  in  stock  is  so  exciting  to  us  and  to 
other  entrepreneur-led,  high  technology  industries. 

It  is  also  important  to  emphasize  that  capital  gains  taxes  affect  the  value  of  founder's 
stock  and  employee  stock  options.   They  are  direct  equity  investors  in  an  entrepreneurial 
firm.    Approximately  78  percent  of  biotechnology  firms  provide  stock  options  to  all  of  their 
employees.    And  we  have  such  a  young  industry  that  many  founders  are  still  in  charge.    The 
leadership  of  founders  and  the  talent  of  employees  motivated  by  stock  options  are  critical  to 
the  innovative  research  undertaken  by  biotechnology  firms  in  medicine,  agriculture,  and 
pollution  control. 

The  biotechnology  industry  is  the  most  research  intensive  industries  in  the  civilian 
manufacturing  sector.   The  average  biotechnology  company  spends  $68,000  per  employee  on 
research,  almost  nine  times  the  U.S.  corporate  average  of  $7,650.     In  a  1995  survey  by 
Business  Week,  the  top  five  firms  in  the  U.S.  in  terms  of  research  expenditures  per  employee 
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were  biotechnology  companies:    Biogen  ($210,724),  Genetics  Institute  ($114,943),  Genentech 
($112,030),  Immunex  ($102,719),  and  Amgen  ($91,266).    Ernst  &  Young'  reports  that 
biotechnology  companies  spent  $7  billion  on  research  and  development  in  1994,  up  $1.3 
billion  over  1993. 

Bringing  a  biotech  drug  product  to  the  market  today  is  both  a  lengthy  and  expensive 
process.    From  the  initial  testing  of  the  drug  to  final  approval  from  the  Food  and  Drug 
Administration  can  take  7-12  years,  and  this  process  can  cost  anywhere  from  $150  to  $359 
million.    Both  the  length  and  cost  of  this  process  are  a  tremendous  impediment  for  small 
biotechnology  companies  attempting  to  bring  a  product  to  the  market. 

The  biotechnology  industry  consists  of  approximately  1 ,300  companies,  of  which  265 
are  publicly  traded.    Approximately  525  of  these  are  biotherapeutic  companies  and  344  are 
diagnostic  biotech  companies.    Ninety-nine  percent  of  the  companies  in  this  industry  have 
500  or  fewer  employees  and  less  than  one  percent  are  profitable.   The  industry  currently 
employs  over  103,000  people  in  high-skill,  high-wage  jobs,  a  23  percent  increase  over  1992. 

There  are  currently  32  biotechnology  therapeutics  and  vaccines  on  the  market.    Ernst  & 
Young  reports  that  there  are  270  in  human  clinical  development,  and  over  2,000  in  early 
research  stages. 

As  products  move  into  clinical  trails,  expenses  increase.   This  means  that  the  need  for 
capital  for  biotechnology  companies  to  fund  research  is  increasing  right  at  the  time  when  the 
industry  is  coping  with  a  financial  crisis. 

The  biotechnology  industry  experienced  a  net  loss  of  $4.1  billion  in  1994,  and  has  lost 
over  $1 1  billion  in  the  last  three  years.    In  addition,  biotechnology  companies  raised  only 
$817  million  during  the  first  half  1995,  compared  with  $1,281  million  in  the  first  half  of 
1994,  a  36  percent  decline. 

A  September  1994  Ernst  &  Young  report  finds  that  biotech  companies,  on  average,  have 
25  months  of  capital  left  at  their  current  bum  rates  (the  rate  at  which  capital  is  being 
expended).^   According  to  a  March  1994  report  by  Dr.  Robert  Goldberg  of  the  Gordon 
Public  Policy  Center  at  Brandeis  University,  75  percent  of  biotechnology  companies  have  2 
or  fewer  years  of  capital  left.'  Ernst  &  Young  estimates  that  there  are  1,311  companies.    If 
75  percent  have  two  or  fewer  years  of  capital  left  at  their  current  bum  rates,  a  staggering 
983  companies  would  need  to  retum  to  the  market  for  more  capital. 

This  capital  cmnch  means  that  in  the  struggle  to  survive,  companies  must  focus  on  the 
technology  which  is  closest  to  the  marketplace.    They  may  be  interested  in  other,  longer-term 
projects,  but  they  need  revenue  to  survive.    Only  when  they  have  revenue  can  they  avoid  the 


'A  fiscal  year  for  Emst  &  Young  is  from  July  1  through  June  30.   Therefore,  1994 
indicates  July  1,  1993  through  June  30,  1994. 

^  "Biotech  95:  Reform,  Restructure,  and  Renewal,"  Ninth  Annual  Report  on  the 
Biotechnology  Industry,  Emst  and  Young  (September  1994). 

'  "Price  Controls  and  the  Future  of  Biotechnology:  The  Results  of  a  Survey,"  Dr.  Robert 
Goldberg,  Senior  Research  Fellow,  Gordon  Public  Policy  Center,  Brandeis  University  (March 
1994). 


21-185  -  96  -  2 


28 


need  to  raise  capital  from  investors. 

International  Competitiveness  and  Foreign  Competition 

The  United  States  currently  has  the  dominant  biotechnology  industry  when  compared 
with  any  other  country  in  the  world.    Precisely  because  the  U.S.  is  preeminent  in  the  field  of 
biotechnology,  it  has  become  a  target  of  other  country's  industrial  policies.    In  1991,  the 
Office  of  Technology  Assessment  (OTA)  found  that  Australia,  Brazil,  Denmark,  France, 
South  Korea  and  Taiwan  (Republic  of  China)  all  had  targeted  biotechnology  as  an  enabling 
technology.    Furthermore,  in  1984,  the  OTA  identified  Japan  as  the  major  potential 
competitor  to  the  United  States  in  biotechnology  commercialization.'' 

The  OTA  also  identified  the  manner  in  which  Japan  had  targeted  biotechnology.   The 
report  stated,  "In  1981,  the  Ministry  of  International  Trade  and  Industry  (MITI)  designated 
biotechnology  to  be  a  strategic  area  of  science  research,  marking  the  first  official 
pronouncement  encouraging  the  industrial  development  of  biotechnology  in  Japan.  Over  the 
next  few  years,  several  ministries  undertook  programs  to  fund  and  support  biotechnology." 
One  of  the  Japanese  ministries,  the  Ministry  of  Health  and  Welfare  (MHW),  instituted  a 
policy  whereby  existing  drugs  would  have  their  prices  lowered,  while  allowing  premium 
prices  for  innovative  or  important  new  drugs,  thus  forcing  companies  to  be  innovative  and  to 
seek  larger  markets.' 

It  is  widely  recognized  that  the  biotechnology  industry  can  make  a  substantial 
contribution  to  U.S.  economic  growth  and  improved  quality  of  life.    For  example: 
o      The  National  Critical  Technologies  Panel,  established  in  1989  within  the  White  House 
Office  of  Science  and  Technology  Policy  by  an  Act  of  Congress,*  calls  biotechnology  a 
"national  critical  technology"  that  is  "essential  for  the  United  States  to  develop  to  further 
the  long-term  national  security  and  economic  prosperity  of  the  United  States."' 
o      The  private  sector  Council  on  Competitiveness  also  calls  biotechnology  one  of  several 
"critical  technologies"  that  will  drive  U.S.  productivity,  economic  growth,  and 
competitiveness  over  the  next  ten  years  and  perhaps  over  the  next  century.* 
o      The  United  States  Congress'  Office  of  Technology  Assessment  calls  biotechnology  "a 


■*  U.S.  Congress,  Office  of  Technology  Assessment.  Biotechnology  in  a  Global  Economy  243 
(October  1991). 

''  U.S.  Congress,  Office  of  Technology  Assessment.  Biotechnology  in  a  Global  Economy 
244-245  (October  1991). 

*  National  Competitiveness  Technology  Transfer  Act,  Pub.  L.  No.  101-189,  103  Stat.  1352 
(42  U.S.C.  §6681  et  seq.). 

'  White  House  Office  of  Science  and  Technology  Policy,  Report  of  the  National  Critical 
Technologies  Panel  7  (1991). 

*  Council  on  Competitiveness,  Gaining  New  Ground:  Technology  Priorities  for 
America's  Future  6  (1991). 
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strategic  industry  with  great  potential  for  heightening  U.S.  international  economic 
competitiveness."    OTA  also  observed  that  "the  wide-reaching  potential  applications  of 
biotechnology  lie  close  to  the  center  of  many  of  the  world's  major  problems  — 
malnutrition,  disease,  energy  availability  and  cost,  and  pollution.    Biotechnology  can 
change  both  the  way  we  live  and  the  industrial  community  of  the  21st  century."' 
o      The  National  Academy  of  Engineering  characterizes  genetic  engineering  as  one  of  the 
ten  outstanding  engineering  achievements  in  the  past  quarter  century.'" 
The  competitiveness  of  the  U.S.  biotechnology  industry  means  that  U.S.  patients  with 
rare  deadly  and  disabling  diseases  have  hope.    It  means  that  they  can  look  to  American 
biotech  companies  to  develop  the  therapies  and  cures  which  will  ease  their  suffering. 

Two-Tiered  Capital  Gains  Incentive 

The  biotechnology  industry  strongly  endorses  a  two-tiered  capital  gains  incentive 
modeled  on  S.  959. 

S.  959  provides  a  50%  capital  gains  exclusion  for  all  investments  in  any  "capital  asset" 
held  for  one  or  more  years.    It  also  provides  a  75%  exclusion  for  new,  direct,  investments  in 
the  stock  of  a  small  company  held  for  five  or  more  years. 

The  House-passed  capital  gains  incentive.  Section  6301  of  H.R.  1215,  also  provides  a 
50%  capital  gains  exclusion  for  all  investments  in  any  "capital  asset"  held  for  one  or  more 
years.     The  Matsui-English  bill,  H.R.  1918,  provides  a  75%  exclusion  for  new,  direct, 
investments  in  the  stock  of  a  small  company  held  for  five  or  more  years.    BIO  supports 
pairing  section  6301  with  H.R.  1918. 

We  believe  that  these  two  capital  gains  incentives  are  complementary  and  that  at  two- 
tiered  capital  gains  incentive  will  ensure  that  venture  capital  is  formed  for  America's 
entrepreneurs  and  emerging  companies. 

A  second-tier,  venture  capital  incentive  recognizes  that  not  all  investments  in  capital 
assets  are  the  same.    Venture  capital  investments  typically  involve  more  risk,  and  potentially 
provide  greater  economic  and  social  benefits,  than  other  types  of  investments.    The  greater 
risk  arises  because  venture  capital  investors  are  more  likely  to  lose  some  or  all  of  their 
principle  and  the  holding  period  tends  to  be  quite  long.    At  the  same  time  these  investments 
can  be  the  most  productive,  economically  and  socially,  creating  whole  new  industries  and 
revolutionizing  our  standard  of  living.   This  is  why  the  bill  provides  a  special,  more 
powerful  second-tier  incentive  for  venture  capital  investments. 

The  second-tier  incentive  is  justified  because  of  the  dynamic  ability  of  high  technology 
entrepreneurs  to  create  jobs  and  capture  markets.   The  electronics,  biotechnology,  and  other 
high  technology  industries  have  changed  our  economy  and  changed  our  lives.    The  venture 
capital  incentive  in  S.  959  and  H.R.  1918  is  not  sector-specific,  it  applies  to  any  type  of 


'*  U.S.  Congress,  Office  of  Technology  Assessment,  New  Developments  in 
Biotechnology:  U.S.  Investment  in  Biotechnology-Special  Report  27  (July  1988). 

'*'  National  Academy  of  Engineering,  Engineering  and  the  Advancement  of  Human 
Welfare:  10  Outstanding  Achievements  1964-1989  2  (1989). 
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business  which  raises  capital  with  a  stock  offering,  but  it  is  most  likely  to  be  utilized  by  high 
technology  firms  which  are  capital  and  research  intensive  and  have  no  other  source  of  capital 
available. 

The  venture  capital  provision  focuses  on  the  most  dynamic  sector  of  our  economy. 
According  to  the  latest  State  of  Small  Business  Report.  "The  greatest  gains  in  employment 
come  from  sectors  of  the  economy  where  small  firms  dominate.    Overall  industries 
dominated  by  small  firms  posted  a  net  gain  of  1.6  million  jobs  in  1993,  while  industries 
dominated  by  large  firms  lost  more  than  200,000  jobs."   The  report  also  cites  reports  that 
small  firms  are  responsible  for  55  percent  of  manufacturing  product  innovations  and  they 
produce  more  than  twice  as  many  inventions  per  employee  as  larger  firms.  They  also 
produce  twice  as  many  significant  innovations  per  employee. 

The  most  recent  survey  of  the  National  Venture  Capital  Association  found  that  between 
1989  and  1993  young,  venture  capital  backed  firms  generated  an  average  of  152  U.S.  jobs 
per  company.    For  the  first  five  years  of  a  venture-backed  company's  life,  it  grows  its 
workforce  by  nearly  90%.   These  venture  backed  companies  invest  an  average  of  $8.7 
million  per  company  and  the  research  investment  grows  by  70%  during  the  company's  first 
five  years.    The  companies  generated  the  average  company  generated  $4  million  in  export 
sales.    And  these  are  only  the  companies  backed  by  the  professional  venture  capital  industry. 
It  does  not  include  the  many  more  companies  which  are  backed  by  founders,  initial 
employees,  angel  investors,  the  informal  venture  capital  financiers,  and  the  public  capital 
markets.    Taking  just  one  example  of  job  growth,  the  American  electronics  industry  now 
employs  one  million  more  workers  today  than  it  did  in  1974. 

The  entrepreneurial  sector  is  classically  American.    America  has  great  universities,  a 
great  education  system,  and  an  entrepreneurial  tradition.    When  we  combine  this  with  equity 
capital,  we  see  often  spectacular  results.    Of  course,  the  risk  is  considerable  as  well.    Many 
small  entrepreneurial  firms  die.    This  is  an  inevitable,  even  desirable,  part  of  this  process  of 
"creative  destruction,"  American  economist  Joseph  Schumpeter's  descriptive  phrase,  which  is 
at  the  heart  of  a  free  enterprise  economy. 

Entrepreneurial  firms  are  the  ones  which  can  dramatically  change  our  whole  health  care 
system,  clean  up  our  environment,  link  us  in  international  telecommunication  networks,  and 
increase  our  capacity  to  understand  our  world.   The  firms  are  founded  by  dreamers, 
adventurers,  risk-takers  who  embody  the  best  we  have  to  offer  in  our  free-enterprise 
economy. 

In  terms  of  the  venture  capital  incentive  it  is  important  to  focus  these  capital  gains 
incentives  in  part  on  investments  in  corporate  stock  as  America's  entrepreneurs  rely  on 
equity  investments  to  fund  research  and  development.    Most  of  them  have  no  sales  and, 
therefore,  no  ability  to  borrow  funds.    To  raise  capital  they  must  issue  stock,  to  angels,  to 
venture  capitalists,  or  to  investors  in  public  offerings.    Capital  raised  from  equity  offerings  is 
the  most  usable  type  as  it  does  not  involve  any  carrying  costs.    It  tends  to  be  patient  capital, 
precisely  what  struggling  entrepreneurs  need.   This  is  exactly  what  the  type  of  capital 
formation  covered  by  this  incentive. 

It  is  also  important  to  recognize  that  an  incentive  focused  on  direct  purchases  of  stock 
provides  an  incentive  for  founders  and  company  employees  who  acquire  stock  through  the 
exercise  of  stock  options.    Founders  and  their  employees  take  a  major  risk  when  they  leave 
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established  firms  to  found  start-ups.   They  often  take  a  major  cut  in  pay  with  the  hope  that 
the  value  of  their  stock  will  justify  their  decision.    We  must  provide  an  incentive  for  outside 
investors,  but  it  may  be  even  more  important  to  provide  an  incentive  for  founders  and  their 
employees.    No  one  is  more  valuable  to  our  economy  than  our  entrepreneurs. 

Finally,  there  is  a  powerful  rationale  for,  and  BIO  supports,  the  broad-based  capital 
gains  incentive  as  well  as  the  venture  capital  incentive.    The  broad-based  incentive  applies  to 
currently  held  assets  sold  after  the  effective  date  of  the  legislation,  so  it  is  vital  to  unlocking 
the  current  ownership  of  capital  assets.    Reducing  the  penalty  for  sale  of  these  assets  will 
free  up  capital  to  be  invested  in  more  worthwhile  investments.    In  addition,  many  other 
sectors  of  the  economy  do  not  rely  on  direct  equity  investments  and  there  is  a  pxjwerful 
rationale  for  providing  a  capital  gains  incentive  for  these  investments.    Finally,  there  will  be 
cases  where  an  investor  makes  a  qualified  venture  capital  investment  but  is  forced  to  sell  it 
before  the  mandatory  five  year  holding  period.    That  investor  should  qualify  for  the  regular, 
broad-based  capital  gains  incentive. 

Bipartisan  and  Bicameral  Support  for  Two-Tiered  Gains  Incentive 

There  is  strong,  bipartisan  and  bicameral  support  for  a  two-tiered  capital  gains 
incentive. 

The  Hatch-Lieberman  two-tiered  gains  incentive  has  been  endorsed  by  the  American 
Council  for  Capital  Formation,  which  includes  the  following  member  organizations: 
Biotechnology  Industry  Organization,  National  Federation  of  Independent  Business,  National 
Venture  Capital  Association,  American  Electronics  Association,  American  Council  of  Life 
Insurance,  National  Association  of  Home  Builders,  National  Realty  Committee,  National 
Association  of  Realtors,  American  Business  Conference,  Securities  Industry  Association,  and 
American  Farm  Bureau.    And,  S.  959  has  been  cosponsored  by  both  Republicans  and 
Democrats. 

The  1989  Republican  Leadership  capital  gains  proposal  was  a  two-tiered  gains  incentive. 
It  provided  a  sliding  scale  capital  gains  tax  exclusion  for  investments  in  any  "capital  asset" 
depending  on  the  length  of  time  the  capital  asset  had  been  held.    It  also  proposed  that 
"qualified  venture  capital  stock"  held  for  four  or  five  years  receive  a  gains  tax  reduction 
which  was  roughly  twice  as  great  as  the  incentive  for  non-venture  capital  stock." 

The  Senate  Republican  Leadership  acknowledged  during  the  floor  debate  on  his  proposal 
in  1989  that  he  took  the  definition  of  "venture  capital  stock"  from  a  capital  gains  bill 
proposed  by  Senator  Dale  Bumpers  and  Congressman  Bob  Matsui.    (November  14,  1989, 
Congressional  Record)     The  Bumpers-Matsui  venture  capital  incentive  was  later  endorsed  by 
President  Bush  during  the  1992  Presidential  campaign.    President  Bush  had  long  endorsed  an 


"  The  exclusion  of  gains  from  tax  in  the  Packwood  amendment  to  the  reconciliation  bill 
for  non-venture  capital  stock  held  for  four  years  was  set  at  20%  and  for  five  years  was  set  at 
25%.    The  exclusion  for  venture  capital  stock  held  for  four  or  five  years  was  set  at  40%. 
The  exclusion  for  non-venture  capital  stock  held  for  six  years  was  set  at  30%  and  for  seven 
years  was  set  at  35%.    The  exclusion  for  venture  capital  stock  held  for  six  or  seven  years 
was  set  at  50%. 
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across-the-board  gains  tax  reduction  and  in  a  September  23,  1992,  announcement  he  also 
endorsed  the  Bumpers  targeted  capital  gains  proposal.    (September  23,  1992,  White  House 
small  business  plan).    So,  President  Bush  also,  in  effect,  endorsed  a  two-tier  capital  gains 
incentive.   The  Bumpers-Matsui  incentive  was  also  endorsed  during  the  campaign  by 
Governor  Clinton  and  Senator  Gore,  who  was  a  Senate  cosponsor  of  the  bill. 

During  the  103rd  Congress  there  were  36  cosponsors  for  S.  368,  the  venture  capital  bill 
introduced  by  Senator  Bumpers  and  Senator  Hank  Brown.  That  bill  was  cosponsored  by  a 
number  of  current  members  of  the  Finance  Committee,  including  Senators  D'Amato,  Breaux, 
and  Pryor.  Senator  Lieberman  was  a  leading  cosponsor  along  with  Minority  Leader  Daschle 
and  Senators  Kerry,  Mack,  Coats,  Craig,  Dodd,  Johnston,  Feinstein,  Kohl,  Murray,  Bryan, 
HoUings,  Mikulski,  Stevens,  Pell,  Cochran,  Bennett,  Biden,  Kempthome,  Bingaman,  Boxer, 
and  Glenn.  The  diversity  of  this  list  of  cosponsors  shows  just  how  popular  this  proposal  was 
in  the  last  Congress. 

1993  Reconciliation  Bill 


A  version  of  this  bipartisan  venture  capital  gains  incentive  was  included  in  the  1992 
Budget  Reconciliation  bill.    Unfortunately,  after  their  election  President  Clinton  and  Vice 
President  Gore  proposed  drastic  limitations  on  the  venture  capital  gains  incentive  during  the 
Fiscal  1994  budget  debate,  breaking  their  campaign  pledge  regarding  the  Bumpers/Matsui 
proposal.    These  limitations  included  lowering  the  capitalization  limit  to  $50  million;  not 
indexing  this  figure  for  inflation;  applying  the  incentive  only  to  individual  taxpayers;  limiting 
the  per  taxpayer  benefits  to  10  times  the  basis  of  the  investment  or  $10  million  (whichever  is 
greater);  exempting  only  half  of  the  excluded  gains  from  the  Alternative  Minimum  Tax 
(AMT);  and  substantially  modifying  the  definitions  dealing  with  "working  capital" 
requirements.    The  AMT  provision  is  important  as  the  AMT  recaptures  the  gains  tax  benefits 
and  for  many  taxpayers  cancels  out  any  incentive  to  make  the  investments.     This  incentive, 
with  the  Clinton-Gore  Administration  proposed  limitations,  became  law.    The  Joint 
Committee  on  Taxation  estimated  that  the  incentive  enacted  would  lose  $752  million  in 
revenue  over  a  five  year  period. 

The  1993  venture  capital  incentive,  because  of  the  limitations  imposed  on  it,  has  been 
completely  ineffective  in  forming  capital  for  entrepreneurs  and  emerging  companies.    The 
"working  capital"  requirement  definitions  are  unworkable.    The  substantive  limitations  make 
the  incentive  quite  unattractive.   The  incentive  has  not  been  a  factor  in  forming  capital  for 
entrepreneurs  and  emerging  companies.    However,  the  concept  of  an  incentive  for  new, 
direct,  long-term  investments  in  small  company  stock  is  sound. 

S.  959  and  H.R.  1918  both  propose  to  amend  the  1992  incentive  to  make  it  effective  as 
a  venture  capital  incentive. 

Revenue  Cost  is  Modest 

Because  the  1993  venture  capital  incentive  has  already  been  scored  as  losing  $752 
million  over  five  years,  fixing  this  incentive  is  relatively  inexpensive.  The  Joint  Tax 
Committee  has  found  that  the  venture  capital  provision  of  S.  959,  including  the  rollover 
provision,  would  reduce  government  revenues  by  $200  million  over  five  years,  $400  million 
over  seven  years,  and  $700  million  over  ten  years.    The  basis  for  this  revenue  estimate  is 
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explained  in  the  appendix  to  my  testimony. 

Provisions  of  S.  959  and  H.R.  1918 

S.  959  and  H.R.  1918  contain  a  number  of  other  common  amendments  to  the  1993 
venture  capital  incentive.    In  both  bills 

(a),  a  small  company  is  defined  as  a  corporation  with  $100  million  or  less  in  gross 
assets  and  this  ceiling  is  indexed  for  inflation; 

(b).  the  excluded  gains  are  not  a  preference  item  in  the  alternative  minimum  tax  (AMT); 
and 

(c).  the  incentive  is  available  to  both  individual  and  corporate  taxpayers. 

All  three  of  these  common  provisions  are  critical.    The  $100  million  capitalization 
ceiling  is  high  enough  to  cover  biotechnology  firms  which  are  taking  a  new  drug  into  clinical 
trials,  an  exceedingly  expensive  process.    A  lower  ceiling  would  nullify  the  incentive  which 
this  provision  provides  for  investments  in  biotechnology,  and  other  very  capital  intensive 
firms. 

The  AMT  exemption  is  critical  as  it  is  often  taxpayers  covered  by  the  AMT  who  have 
the  financial  strength  to  take  the  risk  with  a  venture  capital  investment.   We  want  well-to-do 
taxpayers  to  take  the  lead  in  making  venture  capital  investments,  but  without  the  AMT 
exemption  this  is  unlikely  to  hapf)en. 

It  is  also  important  to  provide  an  effective  incentive  for  corporations  to  act  as  venture 
capitalists.    Corporate  investors  often  as  the  most  knowledgeable  investors  in  smaller  firms 
because  they  understand  the  value  of  the  technology  being  developed.   S.  959  and  H.R.  1918 
both  provide  a  75%  capital  gains  exclusion  for  corporations,  an  incentive  more  powerful  than 
the  25%  maximum  capital  gains  rate  for  non-venture  capital  investments  of  corporations  in 
H.R.  1215  and  S.  959. 

In  addition  to  these  three  common  provisions,  S.  959  includes  a  capital  gains  rollover 
provision  which  permits  investors  in  a  qualified  venture  capital  investment  to  roll  their  gains 
on  sale  into  another  or  a  series  of  qualified  venture  capital  investment  and  defer  the  gains 
tax.   They  must  hold  the  initial  investment  for  at  least  five  years  and  must  hold  subsequent 
qualified  investments  for  at  least  one  year. 

The  rollover  provision  in  S.  959  is  important  to  encourage  investors  to  reinvest  the 
proceeds  of  the  sale  in  another  venture  capital  investment.  We  need  to  develop  support  for 
entrepreneurial  firms  on  a  long-term  basis  and  to  encourage  our  venture  capital  investments 
to  "grow"  one  company  after  another.  It  is  often  the  case  the  expertise  of  a  venture  capital 
investor  is  almost  as  valuable  as  his  or  her  capital.  It  is  in  our  interest  to  create  a  coherent, 
sustainable  climate  of  support,  financial  and  technical,  for  our  entrepreneurs.  The  rollover 
provision  may  help  to  do  this. 

Conclusion 

In  conclusion,  we  support  the  broad-based  cut  in  capital  gains  taxes  and  we  believe  it 
should  be  paired  with  a  targeted,  venture  capital  incentive.   We  believe  this  will  be  the  most 
cost-effective  incentive  for  capital  formation  for  entrepreneurs. 

Thank  you  again  for  the  opportunity  to  testify.    I  am  happy  to  answer  your  questions. 
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HATCH-LIEBERMAN  CAPITAL  GAINS  BILL.  S.  959 

The  Hatch-Lieberman  capital  gains  bill,  S.  959,  introduced  on  June  22  includes  two 
complementary  capital  gains  tax  incentives  described  below. 


Broad-Based  Gains  Incentive 

Applies  to  investments  in  any  "capital 
asset" 


50%  of  gains  not  taxed 

Must  hold  investment  for  at  least  one  year 

Applies  to  sale  of  assets  acquired  before  of 
after  January  1,  1995  -  old  and  new 
investments 

Alternative  Minimum  Tax  does  not  apply 

Individual  and  corporate  investors  covered 

Maximum  corporate  gains  tax  rate  is  25% 


Joint  Tax  Revenue  Score:  $31.7  B  (5  yrs); 
$53  B(7);  and  $89  8(10) 


Venture  Capital  Gains  Incentive 

Applies  to  investments  in  stock  of  small 
corporation 

Includes  both  common  or  preferred  stock 
issued  by  corporation 

Only  purchases  of  stock  directly  from 
company  --  does  not  cover  secondary 
trading 

75  %  of  gains  not  taxed 

Must  hold  investment  for  at  least  five 
years 

Applies  to  sale  of  assets  acquired  after 
January  1,  1995  -  only  new  investments 


Alternative  Minimum  Tax  does  not  apply 

Individual  and  corporate  investors  covered 

75  %  of  corporate  venture  gains  not  taxed 

Corporation  issuing  stock  must  have  $100 
million  or  less  in  gross  assets 

Includes  rollover  provision  -  defer  gains 
tax  if  reinvest  gains  in  other  qualified 
investment. 

Joint  Tax  Revenue  Score:  $200  M  (5  yrs); 
$400  M  (7);  and  $700  M  (10) 


Note:  House-passed  capital  gains  bill,  H.R.  1215,  includes  only  across-the-board  gains 
incentive,  but  Congressmen  Bob  Matsui  and  Phil  English  have  introduced  the  venture  capital 
gains  provision  from  S.  959  as  H.R.  1918. 
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AMENDMENTS  TO  1993  VENTURE  CAPITAL 
INCENTIVE  INCLUDED  IN  S.  959 

S.  959  amends  Section  1202,  the  venture  capital  incentive  enacted  as  part  of  the  1993 
Budget  Reconciliation  Act,  in  the  ways  described  below.    With  these  amendments  the 
incentive  will  be  effective  in  forming  capital  for  entrepreneurs.    The  amendments  do  the 
following: 

1.  Capitalization  Ceiling:  increase  the  capitalization  ceiling  from  $50  million  to  $100 
million  and  index  the  ceiling  for  inflation  (defines  which  companies  stock  qualifies  for  the 
gains  incentive)  -  increasing  ceiling  includes  stock  offerings  of  more  capital  intensive 
companies 

2.  Corporate  Taxpayers:  apply  venture  capital  incentive  to  corporate  taxpayers  -  increases 
capital  investments  in  small  companies  by  corporate  taxpayers 

3.  Per  Taxpayer  Benefits  Limit:  eliminate  the  "10  times  or  $10  million"  per  taxpayer 
limitation  on  benefits  per  gains  realization  -  permits  taxpayers  to  offset  losses  on  risky 
investments  with  winners  on  others 

4.  Alternative  Minimum  Tax:  exempt  all  of  the  excluded  gains  from  the  alternative 
minimum  tax  -  avoids  "zero  sum  game"  of  granting  exclusion  and  then  recapturing  benefits 
of  exclusion  by  AMT 

5.  Working  Capital  Rules:  fix  the  "working  capital"  rules  which  require  that  50%  of  the 
capital  raised   be  expended  within  two  years  and  bars  companies  from  redeeming  stock  even 
if  it  is  for  a  business  purpose  --  companies  which  violate  these  rules  invalidate  any  tax 
benefits  for  investors  —  rules  have  been  unworkable  rules  and  prevent  any  use  of  the  1993 
incentive  to  form  capital 

6.  Capital  Gains  Rollover:  provide  for  a  deferral  of  gains  taxes  (a  rollover  provision)  for 
those  who  reinvest  proceeds  from  sale  of  a  qualified  venture  capital  asset  in  another  qualified 
venture  capital  asset  -  encourages  investors  to  maintain  commitment  to  venture  capital 
investments 

7.  Exclusion  Differential:  increase  capital  gains  exclusion  from  50%  to  75%  (both 
individuals  and  corporations)  -  provides  differential  with  broad-based  capital  gains  exclusion 
(set  at  50%  in  House-passed  bill  and  S.  959). 

Revenue  Implications  of  Amendments:  The  Joint  Committee  on  Taxation  has  ruled  that 
these  seven  amendments  to  the  1993  Budget  Reconciliation  bill  would  lose  the  following 
amounts  of  revenue:  $200  million  -  over  five  years;  $400  million  -  over  seven  years;  and 
$7(X)  million  -  over  ten  years.    See  attached  explanation  of  revenue  estimate. 
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REVENUE  SCORE  FOR  VENTURE  CAPITAL 
PROVISIONS  OF  S.  959 


The  Joint  Committee  on  Taxation  has  ruled  that  the  venture  capital  provisions  of  S.  959, 
which  amend  Section  1202  of  the  venture  capital  incentive  enacted  in  the  1993  Budget 
Reconciliation  bill,  would  lose  the  following  amounts  of  revenue: 

$200  million  —  over  five  years 
$400  million  -  over  seven  years 
$700  million  —  over  ten  years 

Section  1202  was  scored  by  the  Joint  Committee  as  losing  $752  million  over  five  years 
when  it  was  enacted  in  1993.   We  do  not  have  seven  or  ten  year  estimates  for  Section  1202, 
but  if  we  take  the  ratios  found  in  the  estimate  for  the  1995  estimate  --  2,  4,  and  7  --  it 
appears  that  Section  1202  would  have  been  scored  as  losing  the  following  amounts: 

$   752  million  -  over  five  years 

$1,504  billion  --  over  seven  years  (2x  $752) 

$2,632  billion  --  over  ten  years  (3.5x  $752) 

If  this  is  true,  then  a  $700  million  investment  in  this  year's  tax  bill  finances  a  $3.32 
billion  incentive  ($700  million  plus  $2,632  billion)  --  both  ten  year  estimates. 

The  rollover  provision  in  S.  959  is  scored  as  losing  "less  than  $50  million"  over  five, 
seven,  or  ten  years. 

These  estimates  compare  to  the  following  estimates  for  the  combined  broad-based  and 
venture  capital  incentives: 

$31.7  billion  —  five  years 

$53  billion  -  seven  years  ($12  billion  corporate;  $1.9  billion  for  capital  loss  on  personal 
residence) 

$89  billion  -  ten  years 
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Chairman  Bond.  Thank  you  very  much,  Mr.  Wiggans. 
Dr.  Maust. 

STATEMENT  OF  ANN  PARKER  MAUST,  PH.D.,  PRESIDENT,  RE- 
SEARCH DIMENSIONS,  INC.,  RICHMOND,  VIRGINIA;  CO- 
OWNER,  PARKER-MAUST  CORPORATION,  ARCADIA,  FLORIDA 
AND  CO-OWNER,  PARKER  APARTMENTS,  ARCADIA,  FLORIDA 

Dr.  Maust.  Thank  you,  Mr.  Chairman,  and  distinguished  mem- 
bers of  the  committee. 

Good  afternoon.  I  am  pleased  to  be  here,  and  have  this  oppor- 
tunity as  a  member  of  the  National  Federation  of  Independent 
Business  and  as  a  representative  of  my  family  in  the  State  of  Flor- 
ida. 

I  am  grateful  to  be  able  to  share  the  experiences  of  my  family 
with  the  laws  governing  the  transition  of  property  across  the  gen- 
erations, and  to  lend  my  support  for  the  proposed  American  Fam- 
ily-Owned Business  Act. 

My  father  and  mother,  like  many  others  in  this  country,  worked 
hard  all  of  their  lives  to  build  a  business  that  would  provide  for 
their  family  and  eventually  could  be  transferred  to  their  children, 
in  my  case,  to  me  and  to  my  brother.  Our  family  business  is  com- 
promised of  agricultural — oranges  and  cattle — and  other  real  estate 
interests  in  Florida. 

My  parents'  hopes  for  the  future  were  that  both  my  brother  and 
I  could  own  the  business  that  they  had  worked  so  hard  to  develop 
over  the  years.  So  by  1968,  or  27  years  ago,  my  parents  began  for- 
mally planning  for  the  transfer  of  their  business  to  my  brother  and 
me.  As  the  years  have  unfolded,  my  brother  has  taken  a  direct  in- 
terest in  this  business  and  plays  a  managerial  role,  directly.  Today, 
he  is  the  president  and  the  operational  partner  in  the  business, 
managing  the  day-to-day  business  activities. 

In  the  27  years  since  1968,  my  family  has  been  forced  to  formally 
wrestle  with  the  estate  tax  laws  in  this  country. 

At  very  early  ages,  both  my  brother  and  I  soon  realized  that  due 
to  an  appreciation  in  the  land  value  underpinning  the  business,  we 
would  require  a  considerable  cash  sum  in  order  to  pay  the  inherit- 
ance taxes  on  the  family  business.  The  knowledge  of  this  require- 
ment in  an  economic  environment  where  land  was  basically  the 
only  collateral,  forced  us  to  face  several  harsh  questions.  What 
would  be  the  total  cash  requirement  that  we  would  face,  not  only 
in  terms  of  the  tax  payment,  but  also  the  payment  for  legal  advice 
and  support?  Would  we  have  to  mortgage  any  or  all  of  the  land  un- 
derpinning the  business  in  order  to  come  up  with  the  estate  tax 
cash  requirement?  What  would  happen  to  planned  business  expan- 
sions and  investments  as  we  attempted  to  hoard  cash  and/or  mort- 
gage land  in  an  attempt  to  deal  with  these  estate  tax  require- 
ments? In  the  face  of  this  cash  requirement,  would  we  be  able  to 
provide  adequately  for  the  living  requirements  of  either  of  my  par- 
ents in  a  surviving  spouse  situation? 

The  answers  to  these  questions  brought  home  to  us  a  critical  re- 
ality. The  security  that  our  parents  thought  that  they  had  achieved 
through  the  years  was  threatened,  and  as  young  people,  our  future 
potentially  was  threatened.  This  was  frightening  for  both  of  us,  but 
particularly  for  my  brother,  whose  main  livelihood  is  derived  from 


38 

this  family  business,  and  who,  through  the  sweat  of  his  labor,  to 
this  day,  wants  to  try  not  only  to  maintain  this  business,  but  also 
to  grow  it  beyond  the  transfer  value. 

Against  this  background,  we  particularly  applaud  and  urge  pas- 
sage of  the  American  Family-Owned  Business  Act.  Raising  the  ex- 
clusion from  estate  for  value  of  qualified  family-owned  business  in- 
terests up  to  $1.5  million  per  decedent  would  greatly  alleviate  the 
fear  and  costs  that  families  such  as  my  own  have  faced.  My  brother 
would  be  able  to  continue  to  operate  this  business,  but  more  impor- 
tantly, he  would  be  provided  with  more  of  an  opportunity  to  grow 
the  business,  using  cash  reserves  for  planned  business  expansion 
and  investment,  thus  contributing  to  job  generation  and  productiv- 
ity, and  ultimately,  to  a  healthier  economy.  And  last,  families 
would  have  less  fear  related  to  the  surviving  spouse.  Some  of  the 
fear  of  the  cash  drain  away  from  the  needs  of  the  sur\'iving  elderly 
parent  would  be  alleviated. 

I  thank  you  for  listening  and  I  urge  passage  of  this  important 
piece  of  legislation. 

Chairman  Bond.  Thank  you  very  much,  Dr.  Maust.  You  both 
have  given  very  compelling  arguments  for  the  need  for  change. 

Mr.  Wiggans,  you  have  indicated  that  the  biotech  industry  would 
really  benefit  under  the  current  law. 

What  are  the  problems  in  the  current  law  that  prevent  the  utili- 
zation of  the  incentive  that  is  now  in  the  law? 

Mr.  Wiggans.  Well,  I  believe  we  view  it  as  unfortunate,  that  in 
the  current  law,  the  recommendations  and  the  design  of  the  provi- 
sions of  the  1993  capital  gains  law,  were  pretty  much  changed,  re- 
moved, diluted,  and  as  Senator  Lieberman  said,  bureaucratized 
into  an  unworkable  situation. 

I  mean,  the  specifics  of  reducing  the  ceiling  for  a  qualifying  com- 
pany, making  the  capital  gains  tax  exclusion  still  subject  to  alter- 
native minimum  tax,  excluding  corporations,  are  specific  problems 
with  the  current  legislation. 

But  frankly,  in  my  experience,  when  you  took  that  legislation  to 
lawyers  and  investment  bankers,  and  said,  "Is  this  going  to  help?", 
their  answer  was,  "I  do  not  understand  it,  and  it  is  not  going  to 
help." 

So  I  think,  clearly,  the  concept  was  good.  The  intent  was  good. 
It  is  unfortunate  that,  in  concept,  what  made  a  lot  of  sense  turned 
out  to  be  unworkable  and  impractical. 

Chairman  Bond.  From  your  standpoint,  do  the  provisions  in  S. 
959  solve  those  problems?  Does  this  get  to  the  meat  of  the  question 
that  your  lawyers  have? 

Mr.  Wiggans.  They  do. 

Chairman  BOND.  So  they  will  tell  you  that  you  can  go  full  steam 
ahead,  and  expect  to  have  some  relief? 

Mr.  Wiggans.  We  believe  our  observation,  and  our  opinion  is, 
that  these  provisions  will  free  up  the  capital  that  our  industries, 
and  industries  like  us  need  to  move  ahead. 

Chairman  BOND.  Thank  you. 

Dr.  Maust,  you  made  an  important  point  regarding  investing 
cash  reserves  and  your  desire  to  use  them  to  strengthen  and  en- 
large the  family  business. 
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Would  you  expand  on  that  comment  with  regard  to  existing  law, 
and  its  disincentive  to  create  new  jobs. 

Dr.  Maust.  The  problem  with  the  existing  law  is  that  as  we  face 
this,  the  rate  beyond  the  exemption  is  a  tough  one  for  a  family 
business  of  the  size  that  we  have  to  meet — in  terms  of  the  actual 
dollar  value  that  would  be  required  of  us. 

Chairman  Bond.  You  also  referred  to  what  everybody,  I  think, 
is  now  recognizing  as  important,  that  is  the  strength  of  family  ties, 
and  we  all  seek  to  fmd  ways  to  support  or  assist  family-owned 
businesses  in  their  continuation  and  expansion. 

Do  you  think  that  these  provisions  would,  giving  the  higher  es- 
tate tax  exemption,  make  a  significant  difference  in  the  ability  to 
keep  family-owned  businesses  together? 

Or  are  there  other  things  that  you  think  would  be  equally  or 
more  important? 

Dr.  Maust.  Well,  I  think  raising  the  exemption  is  obviously  a 
critical  part  to  this,  but  also  the  reduction  of  the  rate  beyond  the 
exemption  is  also  a  critical  feature.  The  two,  working  together  for 
a  business  the  size  of  our  family  business  are  important. 

Chairman  BOND.  That  business  would  not  be  involved  in  a  tree 
nursery  operation  in  Arcadia,  would  it? 

Dr.  Maust.  No. 

Chairman  BOND.  I  purchased  trees  from  Arcadia,  Florida. 

Dr.  Maust.  You  have? 

Chairman  Bond.  Yes.  I  just  wondered. 

Let  me  turn  to  the  Mayor  of  the  Senate,  the  Honorable  Senator 
John  Warner  of  Virginia. 

Senator  Warner.  Thank  you  very  much,  Mr.  Chairman. 

I  have,  throughout  my  17  years  here  in  the  Senate,  tried  as  hard 
as  I  can  to  see  that  we  have  lower  taxes,  and  I  cannot  recall  any 
time  I  have  not  supported  the  basic  thrust  of  legislation  like  the 
two  bills  that  we  have  discussed  here  today. 

But  let  me  take  off  my  senatorial  hat,  and  you  step  aside,  Dr. 
Maust,  from  your  very  succinct  and  carefully  drawn  statement,  and 
let  us  suppose  your  are  on  Meet  The  Press,  and  they  look  at  you, 
and  they  say,  "Doctor,  in  1  minute,  tell  us  why  this  bill  is  not  an- 
other loophole  for  the  rich?  Why  is  capital  gains  not  just  another 
loophole  for  the  rich?" 

What  would  you  say? 

Dr.  Maust.  You  are  talking  about  capital  gains,  now,  or  just  this 
estate  tax? 

Senator  Warner.  That  is  right;  capital  gains.  And  then  we  will 
go  to  the  estate  tax.  That  is  the  type  of  question  I  am  asked,  and 
I  have  30  seconds  to  answer  it,  maybe  a  minute.  I  will  give  you  a 
full  minute.  And  you  are  looking  the  people  square  in  the  eye,  mil- 
lions of  people  out  there,  that  are  just  waiting  for  that  answer. 

Dr.  Maust.  I  think  that  each  person  in  this  country  deserves  an 
opportunity  to  build  and  aggregate  their  own  wealth,  and  if  they 
are  born  into  a  situation  where  some  wealth  exists,  they  still  have 
the  right,  in  my  opinion,  to  forge  their  own  destiny,  over  and  be- 
yond their  parents. 

Why  should  those  generations  be  penalized,  which  is  exactly 
what  this  is?  Because  if  they  can  move  beyond  this,  they  can  make 
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a  contribution  to  our  country  because  they  can  create  additional 
jobs.  They  can  create  additional  wealth. 

And  when  that  wealth  cannot  be  expanded  upon,  but  rather  is 
boxed,  then  I  think  we  are  all  boxed.  That  is  just  my  own  view  as 
I  have  watched  developments  in  our  own  family. 

I  have  seen  my  brother,  particularly — and  I  am  sitting  here  talk- 
ing for  him  today — having  to  make  careful  choices:  jobs  versus 
hoarding. 

Senator  Warner.  Jobs  versus  what? 

Dr.  Maust.  Hoarding.  And  I  am  thinking  cash  hoarding  now. 
This  cannot  be  good  for  our  economy.  So  in  that  sense,  did  my 
brother  have  a  leg  up  in  life?  Yes.  Does  he  deserve  another  leg  up 
in  life?  Yes,  I  think  so,  particularly  if  it  can  contribute  to  our  econ- 
omy, which  I  think  it  can. 

Senator  Warner.  All  right.  Mr.  Wiggans,  you  are  on  Meet  The 
Press.  How  do  you  say  this  is  not  the  rich  man's  tax? 

Mr.  Wiggans.  Well,  I  would  answer  it  in  two  ways.  First  of  all, 
I  would  say  that  basic  economics  dictate  that  capital  flow,  capital 
flow  into  entrepreneurial  businesses  is  one  of  the  things  that  have 
made  America  great.  It  is  one  of  the  reasons  that  the  American  bio- 
technology industry  is  clearly  the  leading  industry  of  the  world. 

So  from  a  capital  needs  standpoint,  and  a  good  place  to  put  cap- 
ital to  build  the  economy  and  create  jobs,  this  is  a  way  to  do  it. 

With  regard  to  a  loophole  for  the  rich,  I  think  the  statistics  that 
Senator  Hatch  clearly  defy  that.  If  he  is  correct,  70  percent  of  the 
tax  returns  in  America  create  some  type  of  capital  gain.  That,  to 
me,  is  clearly  a  benefit  for  all  Americans  who  would  like  to  take 
advantage  of  investing  their  capital  into  entrepreneurial  busi- 
nesses. 

Senator  Warner.  Thank  you,  Mr.  Chairman.  I  thank  our  wit- 
nesses. 

Chairman  Bond.  I  thank  you,  Mr.  Wiggans,  Dr.  Maust, 

I  see  that  Mr.  James  Mann  has  joined  us,  and  we  will  call  for- 
ward Mr.  Mann,  who  is  chairman  and  chief  executive  officer  of 
SunGard  Data  Systems  of  Wayne,  Pennsylvania,  and  a  member  of 
the  American  Business  Conference. 

We  are  under  a  little  bit  of  a  tight  time  schedule,  Mr.  Mann,  but 
I  think  that  we  may  have  a  few  minutes  before  the  next  vote  be- 
gins, and  we  would  like  to  hear  your  testimony  and  ask  you  to 
begin. 

STATEMENTT  OF  JAMES  L.  MANN,  CHAIRMAN  AND  CHIEF  EXEC- 
UTIVE OFFICER,  SUNGARD  DATA  SYSTEMS  INCORPORATED, 
WAYNE,  PENNSYLVANIA 

Mr.  Mann.  I  will  be  brief  and  succinct,  perhaps  a  little  longer 
than  the  60  seconds  one  is  allotted  when  one  is  on  Meet  The  Press. 

Chairman  Bond.  Please  take  two  or  three,  or  four  of  them.  Five. 

Mr.  Mann.  My  name  is  Jim  Mann,  and  I  am  chairman  and  chief 
executive  officer  of  SunGard  Data  Systems  Incorporated.  As  pre- 
viously mentioned,  I  am  also  a  member  of  the  American  Business 
Conference,  which  is  an  association  of  growth  companies.  I  also 
served  last  year  as  chairman  of  the  Information  Technology  Asso- 
ciation of  America,  which  represents  5,000  companies  in  the  infor- 
mation technology  area. 
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I  am  pleased  and  honored  that  you  asked  me  to  testify  here 
today. 

In  the  February  6,  1995,  issue  of  Fortune  magazine,  I  was  quoted 
on  the  merits  of  reducing  the  tax  rate  on  capital  gains,  and  I  said, 
"it  is  good  for  the  economy,  it  is  good  for  my  business,  and  it  is 
good  for  me." 

I  would  like  to  explain  what  I  meant,  using  my  company  as  an 
example. 

Prior  to  1983,  Sungard  was  an  unsuccessful  division  of  Sun  Oil 
Company.  It  had  annual  sales  of  about  $30  million,  it  employed  400 
people,  and  it  was  losing  money. 

Sun  decided  that  the  company  was  a  wasteful  diversion  of  its 
time  and  energies,  and  put  it  up  for  sale.  Because  of  the  poor  track 
record  of  the  company,  they  found  no  corporate  buyers  and  in  Jan- 
uary 1983,  Sun  sold  the  company  to  a  group  of  venture  capital 
firms. 

I  was  asked  by  the  venture  capitalists  to  join  the  company  at 
that  time  as  president  and  chief  operating  officer.  Today,  as  a  re- 
sult of  that  venture  investment,  12  years  later,  SunGard  is  among 
the  top  25  information  services  firms  in  the  United  States.  We  are 
a  world  leader  in  the  field  of  investment  management  software  and 
systems. 

This  year,  our  revenue  will  reach  $500  million.  We  employ  2,700 
men  and  women,  which  is  seven  times  more  than  before  the  ven- 
ture investment.  And  more  importantly,  I  think,  to  the  current  de- 
bate, our  average  compensation  per  employee  exceeds  $50,000. 

We  have  offices  in  principal  cities  of  the  United  States  and  in  the 
major  financial  centers  of  the  world.  About  $40  million  of  our  reve- 
nue comes  from  overseas  sources,  which  makes  us  a  positive  con- 
tributor to  the  nation's  current  account. 

Now,  we  would  never  have  gotten  off  the  ground  without  the  tax 
differential  on  capital  gains  that  existed  in  1983. 

In  1983,  keep  in  mind,  SunGard  was  not  a  likely  place  to  put 
your  money.  The  growth  prospects  of  the  company  were  very  dif- 
ficult to  discern.  Without  venture  capital  investors,  the  parent  com- 
pany, Sun,  would  no  doubt  have  simply  closed  the  business. 

Even  with  interested  venture  capital  investors,  SunGard  would 
not  have  been  attractive,  had  there  not  been  a  true  abundance  of 
venture  capital  investment  funds  available  in  the  economy. 

A  more  limited  quantity  of  available  investment  funds  would 
have  steered  those  venture  investments  to  opportunities  that  had 
higher  intrinsic  growth  potential  and  lower  risk. 

And  that  is  why  I  can  say  that  SunGard  owes  its  existence  today 
to  the  favorable  taxation  of  capital  gains  that  existed  in  1983. 

It  is  my  belief,  that  had  the  tax  on  capital  gains  been  higher, 
SunGard,  as  an  independent,  high- wage  company,  would  never 
have  been  the  light  of  day. 

I  do  not  think  there  is  anything  terribly  unique  about  the 
SunGard  story.  We  all  know  how  important  entrepreneurial  growth 
firms  have  been  to  the  American  economy  and  the  creation  of  jobs 
and  national  wealth. 

But  I  think  that  future  role  is  far  from  assured,  because  our  cur- 
rent Tax  Code  falls  hard  on  savings  and  investment,  which  are  the 
keys  to  growth.  It  is  no  wonder  that  our  savings  and  investment 
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rate  is  very  low  compared  to  the  rest  of  the  world.  Eliminating  or 
significantly  reducing  the  tax  on  capital  gains,  I  believe,  is  the  best 
immediate  way  to  begin  to  address  our  savings  and  investment  pre- 
dicament, and  thereby  release  resources  to  cultivate  a  new  genera- 
tion of  entrepreneurial  firms. 

Now,  I  know  that  many  critics  of  lower  capital  gains  rates  worry 
that  such  a  reform  would  not  be  fair.  My  response  is  that  in  the 
United  States,  fairness  is  ultimately  a  function  of  individual  oppor- 
tunity, which,  in  turn,  is  a  function  of  economic  growth,  and  if  this 
economy  does  not  enjoy  sustained  growth,  if  it  does  not  create  high- 
paying  jobs  through  the  initiative  of  entrepreneurs,  fairness  is 
going  to  be  a  goal  forever  beyond  our  reach. 

To  their  credit,  I  believe  that  members  of  both  political  parties 
know  this.  Senators  Hatch  and  Lieberman,  with  S.  959  illustrate 
this.  The  passage  of  H.R.  1215,  and  the  collaboration  of  Congress- 
men Matsui  and  English  with  their  venture  capital  legislation,  are 
all  laudable  undertakings,  and  they  demonstrate  that  economic 
growth  is  truly  a  bipartisan  issue. 

As  an  entrepreneur,  I  believe  the  lowering  of  the  tax  rate  on  cap- 
ital gains  is  a  good  way  to  begin  to  realize  this  bipartisan  vision 
of  a  growing  entrepreneurial  American  economy  that  is  productive, 
creates  good  jobs,  and  maintains  and  improves  our  standard  of  liv- 
ing. 

I  endorse  the  enactment  of  capital  gains  legislation  that  provides 
the  strongest  and  the  broadest  possible  incentive  for  investment  in 
our  collective  future. 

[The  prepared  statement  of  Mr.  Mann  follows:] 
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JAMES  L.  MANN 

CHAIRMAN  AND  CHIEF  EXECUTIVE  OFFICER 

SUNGARD  DATA  SYSTEMS  INCORPORATED 

MEMBER 

AMERICAN  BUSINESS  CONFERENCE 

TESTIMONY  GIVEN  BEFORE 

THE  COMMITTEE  ON  SMALL  BUSINESS 

UNITED  STATES  SENATE 


September  19, 1995 


Mr.  Chairman  and  members  of  the  Committee,  my  name  is  Jim  Mann.    I  am 
Chairman  and  Chief  Executive  Officer  of  SunGard  Data  Systems,  headquartered  in 
Wayne,  Pennsylvania.    I  am  a  member  of  the  American  Business  Conference,  an 
association  of  growth  companies. 

I  congratulate  you  for  holding  this  hearing  and  I  am  pleased  and  honored  that  you 
have  asked  me  to  testify  here  today. 

In  a  recent  issue  of  FORTUNE  magazine,  I  was  quoted  on  the  subject  of  capital  gains 
taxation  and,  specifically,  on  the  merits  of  reducing  the  tax  rate  on  capital  gains.  In 
regard  to  reducing  the  capital  gains  tax,  I  said,  "It's  good  for  the  economy,  good  for 
my  business,  and  good  for  me."  h\  my  remarks,  I  would  like  to  explain  to  you  what  I 
mean. 

Let  me  begin  by  telling  you  about  my  company. 

Prior  to  1983,  SunGard  was  a  division  of  the  Sun  Oil  Company.   At  that  time,  it  had 
annual  sales  of  about  $30  million,  it  employed  about  400  people,  and  it  was  losing 
money.   Sun  decided  that  SunGard  was  a  wasteful  diversion  of  corporate  resources 
and  energies  and  put  it  up  for  sale. 

Sun  found  no  corporate  buyers.  So,  in  January  1983,  Sun  sold  SunGard  to  an 
investment  group  of  venture  capital  firms.    I  joined  SunGard  as  President  and  Chief 
Operating  Officer  and  was  granted  a  small  equity  position  in  the  company. 

Today,  twelve  years  later,  SunGard  is  among  the  top  25  iiiformation  services 
organizations  in  the  United  States.   We  are  a  world  leader  in  the  field  of  investment 
management  software  and  services. 

Last  year,  our  revenues  reached  $440  million  (fifteen  times  greater  than  before  the 
venture  investment)  with  an  operating  income  of  about  $70  million.    We  employ 
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2,400  men  and  women  (a  sixfold  increase  over  1983  employment  levels)  with  an 
average  compensation  per  employee  of  over  $50,000. 

SunGard  has  offices  in  principal  cities  in  this  country  and  in  the  world's  major 
financial  centers  including  London,  Tokyo,  Paris,  Frankfurt,  Stockholm,  and 
Sydney.    Approximately  $40  million  of  our  revenue  comes  from  overseas  sources 
making  us  a  positive  contributor  to  the  nation's  current  account. 

SunGard  could  not  have  done  what  it  has  done  without  talented  and  creative 
employees.    But  even  with  the  right  men  and  women,  we  would  have  never  gotten 
off  the  ground  without  the  then-existing  tax  differential  on  capital  gains. 

Keep  in  mind  that  in  1983,  SunGard  was  not  a  likely  place  to  put  your  money.   Our 
growth  prospects  were  difficult  to  discern.  No  company  facing  quarter-to-quarter 
performance  pressures  wanted  to  buy  an  underperforming  division.   Without 
venture  capital  investors,  the  parent  company.  Sun,  would  have  simply  closed  the 
business. 

Even  with  interested  venture  capital  investors,  SunGard  would  not  have  been  an 
attractive  investment  had  there  not  been  an  abundance  of  venture  capital 
investment  funds  available.    A  more  limited  quantity  of  available  investment  funds 
would  have  steered  venture  investors  to  opportunities  with  higher  intrinsic  growth 
potential  and  lower  risk.   The  abundance  of  venture  capital  at  that  time  allowed 
patient  investors  to  find  SunGard  and  provide  it  with  the  capital  infusion  that 
fueled  our  subsequent  growth. 

That  is  why  I  can  say  that  SunGard  owes  its  existence  to  the  comparatively  favorable 
taxation  of  capital  gains  that  prevailed  in  1983  and  made  our  company  a  desirable 
investment.   It's  impossible  to  prove  a  negative,  but  it  is  my  belief  that  in  1983,  had 
the  tax  on  capital  gains  been  higher,  SunGard  as  an  independent,  high-wage 
company  would  never  have  seen  the  light  of  day. 

There's  nothing  unique  about  the  SunGard  story;  we  all  know  how  important 
entrepreneurial  growth  firms  have  been  for  the  American  economy  in  the  creation 
of  jobs,  national  wealth,  and  long-term  growth.   And  we  also  know  the  crucial  role 
that  the  entrepreneurial  sector  must  play  in  the  future. 

But  that  future  role  is  far  from  assured.   Our  current  tax  code  falls  hard  on  saving 
and  investment  which  are  the  keys  to  growth.   No  wonder  that  our  saving  and 
investment  rate  is  very  low  compared  to  the  rest  of  the  world.   Eliminating  or 
significantly  reducing  the  tax  on  capital  gains  is  the  best  immediate  way  I  know  of  to 
begin  to  address  our  saving  and  investment  predicament  and  thereby  release 
resources  to  culhvate  a  new  generation  of  entrepreneurial  firms. 
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I  of  course  know  that  many  critics  of  lowering  the  capital  gains  tax  rate  worry  that 
such  a  reform  would  not  be  fair.  My  response  is  that  in  the  United  States  fairness  is 
ultimately  a  function  of  individual  opportunity  which  is,  in  turn,  a  function  of 
economic  growth.  I  suppose  the  phrase  "a  rising  tide  lifts  all  boats"  is  a  bit  of  a 
bromide.  Still,  I  have  yet  to  find  a  better  way  of  framing  the  fairness  issue.  If  this 
economy  does  not  enjoy  sustained  growth,  if  it  does  not  create  high-paying  jobs 
through  the  initiative  of  entrepreneurs,  fairness  will  be  a  goal  forever  beyond  our 
reach. 

To  their  credit,  members  of  both  political  parties  know  this.   Senators  Hatch  and 
Lieberman  have  demonstrated  with  S.  959  that  economic  growth  truly  is  a  bipartisan 
issue.   I  congratulate  them. 

In  the  House,  I  was  pleased  to  see  the  passage  of  H.R.  1215  earlier  this  year  and  to  see 
as  well  the  collaboration  of  Congressmen  Matsui  and  English  on  their  own  venture 
capital  gains  legislation. 

For  my  part,  I  pledge  to  do  everything  I  can  to  help  maintain  this  momentum  with 
the  ultimate  goal  of  seeing  the  enactment  of  capital  gains  legislation  that  provides 
the  strongest  and  broadest  possible  incentive  for  investment  in  our  collective 
future. 

As  an  entrepreneur  who  has  enjoyed  some  success,  I  can  tell  this  Committee  that 
lowering  the  tax  rate  on  capital  gains  is  a  good  way  to  begin  to  realize  our  shared 
vision  of  a  growing,  entrepreneurial  American  economy  that  is  productive,  creates 
good  jobs,  and  maintain,  and  improve,  our  standard  of  living. 

Thank  you. 
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Chairman  BOND.  Thank  you,  Mr.  Mann. 

The  impact  on  increased  savings  is  something  that  we  can  see  in 
other  countries.  Some  countries  get  there  by  reduced  tax  rates.  I 
have  spent  some  time,  recently,  in  the  ASEAN  countries,  where  the 
Government  very  simply  decrees  that  anywhere  from  30  to  40  per- 
cent of  your  pay  will  be  saved. 

It  is  an  amazing  story  of  growth  in  those  countries  with  savings, 
are  you  familiar  with  some  of  the  results  in  those  countries,  where 
other  countries  would 

Mr.  Mann.  That  I  am  not  familiar  with. 

Chairman  Bond.  Well,  I  can  assure  you  that  the  growth  is  sig- 
nificant. 

But  let  me  ask  you  about  the  specific  small  business  venture  cap- 
ital incentive  in  S.  959.  If  we  had  to  tradeoff  one  or  the  other, 
would  a  broad-based  capital  gains  reduction,  the  reducing  to  50 
percent,  give  you  the  impact,  or  do  you  see  that,  particularly  in  the 
area  with  which  you  are  familiar,  that  you  need  the  more  targeted 
incentive? 

Mr.  Mann.  Well,  my  personal  experience,  at  least  the  last  15 
years,  has  been  in  the  information  services/computer  technology 
area,  which  is  not  quite  as  venture  capital  intensive  as  the  biotech 
area  that  you  heard  of  before,  but  has  been  quite  venture  invest- 
ment intensive  in  the  past. 

So  that  is  my  focus,  and  the  more  after-tax  incentive  there  is  for 
professional  investors  to  put  their  funds  in  venture  capital  invest- 
ment pools  as  opposed  to  other  forms  of  investment,  the  more  avail- 
able venture  funds  they  are,  and  the  more  opportunities  that  will 
be  funded. 

So  I  believe,  and  the  American  Business  Conference  believes, 
that  any  capital  gains  tax  reduction  is  going  to  be  beneficial.  But 
we  believe  the  more  broadly  it  is  applied,  the  more  generally  appli- 
cable it  is,  the  less  complicated,  and  therefore,  the  less  targeted  the 
better. 

Chairman  Bond.  Thank  you  very  much,  Mr.  Mann.  We  certainly 
appreciate  your  testimony,  and  your  being  here  today,  and  your  in- 
formation in  the  record  will  be  very  important  to  us. 

Mr.  Mann.  Thank  you. 

Chairman  Bond.  And  now  I  know  that  we  are  still  looking  at  a 
vote  coming  up,  but  I  think  we  will  go  ahead  and  call  the  next 
panel,  and  I  hope  that  we  will  be  able  to  at  least  get  their  initial 
presentations. 

Appearing  on  panel  No.  4  will  be  Mr.  Michael  Roush,  director  of 
Federal  Government  Relations  for  the  Senate,  for  the  National  Fed- 
eration of  Independent  Business  in  Washington,  D.C.;  Mr.  Charles 
Kruse,  president  of  the  Missouri  Farm  Bureau,  Jefferson  City,  Mis- 
souri, and  Ms.  Phyllis  Gardner,  chairman  of  the  Tax  and  Credit 
Committee  of  the  National  Cattlemen's  Association,  Washington, 
D.C. 

As  I  said,  I  ask  you  to  start  with  some  misgiving  because  when 
the  second  bell  rings,  I  am  going  to  have  to  depart.  But  at  least 
we  would  like  to  get  your  testimony  started,  and  Mike,  if  you  would 
begin. 
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STATEMENT  OF  MICHAEL  O.  ROUSH,  DIRECTOR  OF  FEDERAL 
GOVERNMENT  RELATIONS  (SENATE),  AND  NATIONAL  FED- 
ERATION OF  INDEPENDENT  BUSINESS,  WASHINGTON,  D.C. 

Mr.  RouSH.  Thank  you,  Mr.  Chairman. 

As  you  know,  I  am  with  the  National  Federal  of  Independent 
Business,  NFIB,  which  is  an  organization  that  represents  some 
600,000  small  business  owners  across  the  country. 

Our  typical  member  has  about  five  employees,  and  grosses  less 
than  $250,000  a  year  in  sales.  By  any  definition,  the  vast  majority 
of  our  members  are  family  businesses. 

For  many  years,  our  members'  fiscal  policy  positions  have  been 
directed,  and  have  been  directing  us,  toward  trying  to  achieve 
smaller  Government  through  less  spending,  and  through  less  taxes. 

In  my  written  testimony,  I  have  included  a  list  of  some  of  the 
other  kinds  of  tax  items  that  we  would  hope  could  be  considered 
this  year  in  the  reconciliation  process.  They  include  such  things  as 
increased  expensing,  clarifying  the  home  office  deduction,  capital 
gains  reduction,  health  insurance  deduction,  cash  accounting,  pen- 
sion simplification,  and  independent  contractor  clarification. 

Today,  however,  I  am  here  to  talk  about  estate  tax.  We  are  sup- 
porting an  idea  that  expands  on  an  idea  that  is  already  in  the  Tax 
Code. 

That  is,  that  businesses  kept  in  the  family  should  get  special 
treatment  after  the  death  of  a  founder  or  other  principal  owner  of 
the  business. 

Currently,  there  are  special  valuation  rules  in  the  Tax  Code  for 
business  assets  in  an  estate,  but  only  if  they  are  kept  in  the  family 
for  a  certain  period  of  time,  after  the  death  of  the  owner. 

There  are  also  provisions  that  allow  an  estate  tax  on  the  busi- 
ness portion  of  an  estate  to  be  paid  over  time,  and  at  favorable  in- 
terest rates. 

So  taking  this  line  of  thought  a  step  or  two  further,  our  mem^bers 
do  support,  and  have  supported  for  a  long  time,  the  concept  that 
if  a  business  is  kept  within  the  family  and  is  actively  run  by  the 
family  members,  that  it  should  be  exempt  from  estate  taxes  alto- 
gether. Some  80  percent  of  our  members  have  voted  for  that  com- 
plete exemption. 

The  bill  that  you  have  introduced  with  Senator  Dole,  the  Amer- 
ican Family-Owned  Business  Act,  S.  1086,  substantially  accom- 
plishes that  mandate  of  our  members. 

It  also  goes  a  considerable  way  down  the  road  of  achieving  what 
was  called  for  by  the  White  House  Conference  on  Small  Business 
delegates  this  summer,  that  is  to  repeal  estate  taxes  completely.  It 
does  not  go  all  the  way  down  the  road,  but  substantially  far  down 
the  road. 

Some  ask  why  should  family  businesses,  particularly,  be  treated 
more  favorably  for  estate  tax  purposes  than  other  assets.  And,  in 
part,  I  believe  the  answer  comes  from  a  study,  that  the  NFIB  Edu- 
cation and  Research  Foundation  did  a  couple  of  years  ago  on  new 
business  in  America. 

What  they  found  was  that  among  the  primary  motivating  factors 
causing  someone  to  start  a  business  in  this  country  was  the  pros- 
pect or  hope  that  they  could  some  day  leave  it  to  their  children. 
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These  very  businesses  constitute  the  vast,  vast  majority  of  that 
small  business  community  that  everybody  touts  as  being  the  Na- 
tion's job  creators. 

Most  of  these  employers  are  not  what  you  would,  strictly  speak- 
ing, call  entrepreneurs  in  an  economist's  sense  of  the  word,  but 
they  are  more  what  are  called  "life  style,"  or  family  businesses. 

And  this  was  further  shown  in  the  new  business  in  America 
study,  when  it  found  that  the  other  two  primary  reasons  for  start- 
ing a  business  was  to  get  control  over  one's  life  and  to  be  able  to 
use  one's  skills. 

These  people  represent  the  embodiment  of  an  American  ideal, 
that  hard  work,  honesty,  and  taking  risks  can  lead  to  success  and 
independence. 

They  are  in  fact  a  cultural  and  economic  asset  that  must  be  nur- 
tured and  not  taken  for  granted.  There  are  many  parts  of  the  world 
that  lack  family  businesses,  that  is,  they  lack  this  asset,  and  as  a 
consequence,  some  have  argued — and  I  would  probably  be  one  of 
them — that  those  places  also  lack  flexible,  growing,  stable  econo- 
mies that  can  provide  hope  for  their  people. 

But  when  you  ask  a  small  business  owner  that  same  question, 
they  are  likely  to  flip  it  on  you,  and  just  simply  say  that  in  their 
view  an  estate  tax  is  a  form  of  double  taxation,  that  it  discourages 
businesses  from  growing,  that  it  is  penny-wise  and  pound  foolish, 
that  it  breaks  up  businesses  to  pay  estate  taxes,  for  no  good  reason, 
and  it  kills  lots  of  jobs  in  the  process. 

They  ask  why  should  family  businesses,  and  jobs  be  destroyed  to 
pay  estate  taxes.  The  estate  tax  is  one  of  the  most  intensely  dis- 
liked provisions  of  the  Tax  Code  by  small  business  owners,  and  S. 
1086  will  go  a  long  way  in  helping  businesses  survive,  and  in  con- 
vincing small  business  owners  that  Congress  understands  their  as- 
pirations as  well  as  their  concerns,  and  even  though  they  are  not 
here,  I  urge  all  the  Members  of  this  Committee  to  co-sponsor  the 
legislation,  and  I  urge  that  it  be  included  in  this  year's  reconcili- 
ation package,  if  possible. 

And  if  I  could,  I  would  like  to  add  for  the  record  a  list  of  the 
Family  Business  Estate  Coalition. 

Chairman  Bond.  That  will  be  accepted  for  the  record,  Mike. 

[The  prepared  statement  and  attachment  of  Mr.  Roush  follow:] 
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STATEMENT  OF 

MICHAEL  O.  ROUSH 
DIRECTOR,  FEDERAL  GOVERNMENT  RELATIONS  (SENATE) 

NATIONAL  FEDERATION  OF  INDEPENDENT  BUSINESS  (NFIB) 


Subject:  Tax  Issues  Affecting  Small  Business 

Before:  Senate  Committee  on  Small  Business 

Date:  September  19,  1995 


Thank  you,  Mr.  Chairman.  My  name  is  Michael  Roush,  and  I  am  the  Director  for  Federal 
Government  Relations  for  the  Senate  at  the  National  Federation  of  Independent  Business  (NFIB). 
NFIB  appreciates  the  opportunity  to  testify  before  this  Committee  on  tax  issues  impacting  small 
business  owners.  NFIB  is  the  nation's  largest  small  business  advocacy  organization,  representing 
more  than  600,000  small  business  owners  from  all  fifty  states.  The  typical  NFIB  member  has 
five  employees  and  has  $250,000  a  year  in  gross  annual  sales.  NFIB  sets  its  public  policy 
positions  through  regular  polling  of  the  membership. 

Small  business  owners  have  a  tremendous  stake  in  the  outcome  of  the  debate  on  taxing 
and  spending  policies.  The  economic  goals  of  less  taxes,  spending,  and  regulation  are  what  small 
business  owners  have  wanted  for  years,  as  shown  over  and  over  again  in  NFIB  surveys.  In  1986, 
small  business  owners  identified  their  federal  tax  burden  as  the  third  biggest  problem  facing  their 
businesses,  according  to  a  study  done  in  that  year  by  the  NFIB  Education  Foundation  entitled 
Problems  and  Priorities.  Then,  a  follow  up  study  published  in  1992  showed  federal  taxation 
moving  up  to  the  second  biggest  problem  faced  by  small  employers.  And  in  a  study  completed 
by  the  NFIB  Education  Foundation  in  August  of  1995,  entitled  Small  Business  Economic  Trends, 
small  business  owners  identified  their  tax  burden  as  the  number  one  problem  facing  their 
businesses.  In  that  same  survey,  regulation  and  red  tape  was  identified  as  the  second  largest 
problem  of  small  business  owners.  Finally,  numerous  surveys  have  shown  over  the  years  that 
small  business  owners  want  the  size  and  scope  of  the  federal  government  scaled  back,  and  that 
they  want  to  balance  the  budget  through  spending  cuts,  not  tax  increases. 
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NfFIB  members  have  been  sending  a  clear  message  to  every  level  of  government  in  the 
country  for  years:  Get  off  our  backs  and  out  of  our  pockets.  The  following  are 
recommendations  that  we  believe  will  make  the  tax  code  more  small  business  friendly. 

Small  Business:    America's  Path  to  Jobs  and  Independence 

Small  business  has  a  huge  stake  in  the  outcome  of  the  deliberations  on  tax  code  changes 
before  this  Congress.  It  is  equally  true  that  America  as  a  whole  has  a  huge  stake  in  how  small 
business  fares  in  whatever  tax  and  economic  legislation  this  Congress  enacts.  Evidence  continues 
to  clearly  suggest  that  small  business  plays  a  unique  and  rather  remarkable  role  as  a  job  creator 
and  provider  of  personal  opportunity,  security  and  independence  for  millions  of  Americans. 
Consider  the  following: 

Jobs.  Since  the  early  1970s,  small  firms  have  created  two  of  every  three  net  new  jobs 
in  this  country  (created  jobs  minus  lost  jobs).  A  substantial  majority  of  that  job  growth  came 
in  the  very  smallest  firms  —  those  with  fewer  than  five  employees.  The  nation's  small  business 
job  machine  has  shown  a  capacity  to  produce  in  either  good  or  tough  times.  From  1989  to  1991, 
a  period  of  minimal  economic  growth,  firms  with  fewer  than  20  employees  created  all  net  new 
jobs  in  the  country.    Firms  of  all  other  size  categories  lost  employment  during  that  period. 

Demographics.  Almost  all  businesses  are  small  businesses.  There  are  approximately  five 
million  employers  in  the  United  States.  About  99  percent  of  them  are  small  employers.  And 
almost  all  small  businesses  are  very  small  —  so-called  Mom-and-Pop,  Main  Street,  family 
enterprises.  More  than  half  of  businesses  with  employees  employ  fewer  than  five  people.  Almost 
90  percent  of  employers  employ  fewer  than  20.  Yet,  small  business  as  a  whole  employs  more 
than  half  of  the  private  sector  workforce.  Most  small  firms  are  not  set  up  as  C  corps,  but  as 
proprietorships,  partnerships,  and  subchapter  S  corporations. 

Values.  Small  business  holds  out  to  our  citizens  great  hope.  Small  business  offers  a  road 
map  to  the  American  dream  that  allows  any  American  with  a  good  idea,  talent  and  energy  to 
follow  it  to  economic  freedom  and  security  by  starting  their  own  business  and  working  hard  to 
make  it  a  success. 

It  is  this  culture,  these  values,  that  primarily  drive  people  to  start  a  business  --  not  because 
they  have  money  or  want  to  make  a  lot  of  it.  In  a  1991  NFIB  Education  Foundation  study 
entitled  New  Business  in  America,  new  business  owners  were  asked  why  they  went  into  business. 
Answers  such  as  "Use  my  skills,"  "Control  over  my  own  life,"  and  "Build  for  the  family"  were 
all  cited  twice  as  frequently  by  respondents  than  was  "Earn  Lots  of  Money."  And  having  money 
to  start  with  is  not  a  distinguishing  factor  in  wanting  or  being  able  to  start  a  business  and  pursue 
the  American  dream.  More  than  half  of  all  businesses  begin  with  less  than  $20,000  in  capital. 
One  in  four  of  Inc.  magazine's  500  fastest  growing  companies  in  1992  started  with  less  than 
$5,000. 
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None  of  this  should  lead  you  to  believe  that  surviving  as  a  small  employer  is  easy.  To 
the  contrary,  it  is  difficult.    About  half  of  all  businesses  do  not  survive  the  first  five  years. 

There  are  numerous  reasons  why  businesses  fail.  One  of  them  is  over-reaching 
government  --  government  taxes,  government  red  tape,  government  regulations,  and  government 
paperwork.  That  is  why  what  you  do  here  is  so  important.  You  have  a  unique  challenge  and 
opportunity  --  an  opportunity  to  free  small  business  owners  and  entrepreneurs  from  the  drag  of 
government  so  they  can  do  what  they  do  best,  create  opportunity  and  wealth  for  the  American 
people. 

Small  Business  and  Taxes:   What's  Important 

Before  examining  individual  items,  I  would  like  to  propose  a  set  of  criteria  by  which  you 
can  judge  the  value  of  tax  cuts  and  changes  to  small  business  owners.  Of  course,  every  business 
owner,  regardless  of  the  size  of  their  business,  wants  to  pay  less  in  taxes.  But  it  would  be  a 
mistake  for  you  to  think  that  both  the  small  and  large  business  owners  would  always  agree  about 
how  to  deliver  tax  relief.  Small  business  owners  face  a  unique  set  of  problems  running  their 
businesses,  and  they  want  a  tax  code  that  either  reduces  those  problems,  or  at  the  very  least  does 
not  aggravate  them. 

When  making  your  decisions  about  how  or  whether  to  cut  taxes,  NFIB  and  its  members 
hope  that  you  would  think  about  what  we  call  the  Three  C's  of  small  business  and  taxes: 
Complexity,  Cash  Flow  and  Capital  Formation. 

•  Complexity  is  the  bane  of  small  business  owners.  Most  perform  numerous  roles 
within  their  business  --  manager,  marketer,  sales  associate,  benefits  administrator,  bookkeeper  and 
accountant.  Unlike  large  firms,  there  is  no  legal  counsel  down  the  hall  to  read  new  Internal 
Revenue  Service  (IRS)  regulations.  Often  there  is  no  computer  to  assist  in  properly  depreciating 
a  piece  of  equipment  or  figuring  out  the  alternative  minimum  tax.  And  in  many  cases,  a  small 
employer  cannot  afford  to  consult  an  accountant  or  tax  advisor  to  help  determine  the  best  way 
to  utilize  the  tax  code.   Tax  regulations  and  paperwork  destroy  small  businesses. 

In  1992,  the  burden  of  regulation  and  paperwork  was  the  fastest  rising  problem  identified 
by  the  NFIB  Education  Foundation's  Problems  and  Priorities  study,  registering  as  one  of  the  top 
ten  problems  for  small  business.  In  1994,  regulation  and  paperwork  topped  the  list  of  small 
business  problems  for  a  time,  and  remains  second  today.  Why  is  this  significant  for  this 
Committee's  deliberations?  Because  the  IRS  is  by  far  the  biggest  paperwork  and  regulatory 
problem  for  small  business  owners  --  bigger  than  OSHA,  EPA,  DOL,  and  others.  Regulations 
and  paperwork  associated  with  paying  taxes  are  in  and  of  themselves  a  tax  --  a  regressive 
tax  that  is  higher  per  employee  on  small  firms  than  on  large  firms.  For  these  reasons, 
reducing  the  complexity  of  our  tax  code  for  small  firms  has  been  a  major  NFIB  goal  for  years 
and  a  lens  through  which  we  believe  this  committee  should  look  at  tax  proposals. 
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#  Cash  flow,  not  profit,  is  the  key  to  starting  and  running  a  successful  small 
business.  In  Problems  and  Priorities,  cash  flow  ranked  as  the  third  highest  problem  for  small 
business,  behind  only  the  cost  of  health  insurance  and  federal  taxation.  Coming  up  with  the  cash 
to  pay  bills  and  make  payroll  is  a  constant  challenge  in  a  small  firm.  For  tax  policy,  this  means 
that  small  firms  would  rather  deposit  less  taxes  in  the  first  place,  than  reclaim  them  later  through 
deductions  or  credits.  Money  left  in  the  business  —  cash  flow  —  is  the  difference  between  life 
and  death  for  new  small  businesses. 

•  Once  a  small  Tirm  is  established,  obtaining  funds  for  expansion  and  growth  -- 
capital  formation  and  retention  --  becomes  doubly  important.  Small  firms  have  fewer  capital 
formation  options  than  large  firms  —  generally  they  do  not  raise  money  through  the  securities  and 
financial  markets  and  must  get  their  capital  from  the  business  itself,  from  the  bank,  or  from 
family  members  and  associates.  Because  many  small  businesses  are  founded  primarily  with 
investments  of  human  capital  rather  than  other  capital,  the  banking  system  has  a  more  difficult 
time  evaluating  the  risks  involved. 

Shortages  of  capital  was  listed  as  a  top  concern  of  small  businesses  in  both  the  1980  and 
1986  White  House  Conferences  on  Small  Business  and  continually  appears  near  the  top  of  NFIB 
surveys  of  its  members.  Most  recently,  the  shortage  of  capital  was  again  a  top  priority  at  the 
1995  White  House  Conference  on  Small  Business.  Small  businesses  need  tax  changes  that  will 
create  incentives  for  greater  investment  in  small  firms  by  both  investors  and  business  owners 
themselves. 

With  these  criteria  in  mind,  here  are  NFIB's  recommendations  on  various  tax  proposals: 

Expensing 

Current  law  allows  businesses  to  fully  deduct  the  first  $17,500  they  invest  in  equipment 
in  the  year  it  is  purchased.  The  House  passed  in  its  Contract  with  America  legislation  that  would 
raise  that  limit  to  $35,000  a  year.  Small  firms  like  expensing  for  several  reasons:  it  is  simple; 
it  helps  cash  flow;  and  it  encourages  capital  formation. 

Expensing  allows  small  firms  to  escape  the  complexity  associated  with  figuring  out  and 
tracking  the  depreciation  schedules  for  many  different  pieces  of  equipment.  Expensing  deals  with 
the  cash  flow  problems  faced  by  small  firms  by  allowing  them  to  deduct  more  up  front  --  putting 
those  dollars  back  in  the  hands  of  the  business  faster,  instead  of  keeping  it  in  the  hands  of  the 
government.  Expensing  helps  the  small  business  owner  who  needs  working  capital  as  well  as 
the  entrepreneur  who  is  looking  to  expand  or  strengthen  the  business  through  the  purchase  of  an 
important  piece  of  equipment.  And  finally,  expensing  is  good  for  the  economy.  If  businesses 
are  allowed  to  write-off  their  investments  in  the  year  they  are  purchased  they  are  much  more 
likely  to  make  such  investments,  thereby  increasing  growth  and  jobs. 

NFIB  believes  that  increasing  expensing  is  the  best  tool  the  Congress  has  to  encourage 
investment  by  small  and  medium  size  firms.    NFIB  proposes  raising  the  expensing  limit  to  at 
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least  what  was  passed  in  the  House.    We  believe  this  would  be  a  tremendous  step  for  small 
business  and  the  economy  as  a  whole,  leading  to  substantial  growth. 

Estate/Death  Taxes 

NFIB  believes  that  estate  tax  reform  is  crucial  to  the  ongoing  survival  of  family 
businesses,  farms,  and  ranches.  Current  estate  tax  rates  often  cripple  a  small  business  because 
heirs  may  be  forced  to  liquidate  the  business  they  have  worked  in  their  whole  lives.  High  estate 
taxes  hinder  the  American  dream  of  growing  a  business  and  preserving  it  beyond  one's  lifetime 
by  passing  it  on  to  children.  NFIB  strongly  supports  S.  1086,  the  bipartisan  American  Family- 
Owned  Business  Act,  introduced  by  Majority  Leader  Bob  Dole  and  Senators  Pryor,  Roth, 
Pressler,  and  Bond.  The  Dole  bill  would  allow  an  exemption  of  up  to  $4.2  million  -  $3  million 
for  business  assets  plus  the  existing  $1.2  million  for  a  business  owner  and  spouse  who  jointly 
own  the  company. 

Moreover,  this  proposal  would  reduce  the  strong  disincentive  that  now  exists  for  business 
owners  to  continue  to  develop  their  business  and  create  jobs  as  they  reach  their  later  years  in  life. 
A  recent  study  by  the  Tax  Foundation  found  that  today's  estate  tax  rates  have  the  same 
disincentive  effect  on  entrepreneurs  as  a  doubling  of  current  income  tax  rates. 

Because  all  assets  are  currently  included  in  determining  estate  tax  calculations,  many 
productive  businesses  worth  far  less  than  the  current  exemption  level  become  victims  of  the 
estate  tax.  Because  so  many  small  businesses  operate  on  cash  flow,  often  with  extremely  small 
or  negative  profit  margins,  current  law  allowing  small  businesses  to  spread  their  tax  liability  over 
ten  years  does  not  provide  adequate  relief.  Unlike  a  publicly  traded  corporation,  which  exists 
beyond  the  lifetime  of  even  major  shareholders  because  stock  can  simply  be  sold  on  the  public 
exchange,  closely  held  businesses  are  devastated  by  the  death  of  an  owner. 

Total  federal  estate  tax  revenue  represents  only  about  $10  billion  annually.  Business 
assets  represent  roughly  12.3%  of  this  $10  billion  --  about  $1.23  billion  a  year.  In  other  words, 
for  $1.23  bilHon  annually,  every  closely  held  farm,  ranch,  and  small  business  in  America  could 
be  exempt  from  the  federal  tax  collector's  axe. 

Home  Office  Deduction 

A  home  office  deduction  rewrite  needs  to  address  the  decision  made  by  the  Supreme 
Court  in  its  Sohman  decision  a  few  years  ago,  in  which  the  court  placed  new  limits  on  the  ability 
of  business  taxpayers  to  take  the  home  office  deduction. 

This  issue  is  very  important  to  continued  small  business  creation  and  growth.  Home 
based  businesses  are  the  cradle  of  many  successful  enterprises  both  large  and  small.  Home-based 
businesses  will  continue  to  increase  in  the  information  age,  with  fax  machines,  modems  and 
computers  making  it  more  feasible.  In  addition,  a  home  based  business  is  an  increasingly 
attractive  option  for  two  wage  earner  families  in  which  one  parent  would  like  to  be  at  home  with 
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the  children.    The  home  business  path  to  independence  and  income  should  not  be  foreclosed 
because  of  the  ongoing  controversy  over  how  and  whether  such  a  business  deducts  its  expenses. 

Much  of  the  controversy  over  who  can  take  this  deduction  centers  on  the  reference  in 
Section  280A  of  the  Internal  Revenue  Code  to  the  home  office  deduction  being  taken  on  a 
portion  of  a  home  that  is  the  "principal  place  of  business,"  and  the  ambiguous  and  subjective 
nature  of  that  phrase.  S.  327,  the  Home  Office  Deduction  Act  of  1995,  introduced  by  Senator 
Orrin  Hatch  rightly  attempts  to  clear  up  that  ambiguity  by  more  clearly  defining  "principal  place 
of  business"  as  (1)  the  location  where  the  taxpayer's  essential  administrative  or  management 
activities  are  conducted  on  a  regular  and  systematic  basis:  and  (2)  the  office  is  necessary  because 
the  taxpayer  has  no  other  location  to  perform  these  administrative  or  management  activities. 
NFIB  supports  the  Hatch  proposal.    It  would  be  a  big  step  in  the  right  direction. 

Capital  Gains  Tax  Reform 

NFIB  supports  cutting  capital  gains  taxes  to  encourage  investment  and  job  creation. 
Because  of  the  particular  difficulties  small  businesses  have  in  obtaining  capital,  as  discussed 
earlier,  a  capital  gains  cut  would  be  beneficial  to  the  growing  portion  of  our  nation's  small 
businesses,  and,  in  turn,  our  nation's  economic  growth  and  job  creation. 

Consequently,  NFIB  strongly  supports  S.  959,  Senators  Orrin  Hatch  and  Joseph 
Lieberman's  proposal  to  exclude  50  percent  of  a  capital  gain  from  taxation  for  individual  and 
corporate  taxpayers,  an  exclusion  of  75  percent  of  capital  gains  from  sale  of  an  investment  in  a 
qualified  small  business  stock,  and  a  100  percent  deferral  of  capital  gains  tax  if  the  proceeds  from 
the  sale  of  a  qualified  small  business  stock  are  rolled  over  within  60  days  into  a  another  qualified 
small  business  stock.  The  Microsofts  and  WalMarts  of  the  world  were  resourceful  or  lucky 
enough  to  overcome  significant  capital  formation  hurdles.  Unfortunately,  many  other  potential 
success  stories  will  never  be  told  because  of  lack  of  capital. 

Health  Insurance  Tax  Deduction  for  the  Self  Employed 

Earlier  this  year,  NFIB  fought  hard  for  the  health  insurance  deduction  for  the  self- 
employed  that  was  increased  to  30  percent  and  made  permanent.  The  previous  25  percent 
deduction  had  been  temporarily  extended  from  year  to  year  since  it  was  first  enacted  in  1986. 
The  deduction  is  a  meaningful  incentive  for  unincorporated  business  owners  -  sole 
proprietorships,  partnerships,  and  subchapter  S  corporations  --  to  purchase  health  insurance  for 
themselves  and  their  families.  If  this  group  of  business  owners  were  given  the  same,  long 
overdue,  100%  deduction  for  their  health  insurance  premiums  that  C  corps  receive,  many  would 
purchase  insurance,  substantially  reducing  the  number  of  uninsured  Americans  in  this  country. 
Self-employed  Americans  are  one  of  the  largest  groups  of  uninsured  citizens.  There  are  nearly 
three  million  self  employed  Americans  without  health  insurance.  There  is  simply  no  reason  to 
continue  this  blatant  discrimination  against  self-employed  business  owners. 
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Simplified  Accounting  Method 

Among  the  most  complex  aspects  of  the  tax  code  for  small  business  is  the  increasing 
variety  of  accounting  methods  (at  least  eight)  an  owner  must  be  familiar  with  to  complete  and 
file  a  tax  return.  This  complexity  is  a  major  hurdle  to  compliance  --  tuming  traditionally  honest 
business  owners  into  tax  evaders  because  they  do  not  know  or  understand  the  tax  rules  with 
which  they  must  comply.  To  address  this,  NFIB  supports  simplified  accounting  methods  for 
firms  under  $10  million  in  gross  annual  sales  in  the  following  areas:  cash  accounting,  full 
expensing  of  all  assets  and  bad  debts,  simplified  rules  for  deduction  of  meals  and  automobile 
expenses  and  a  full  exemption  from  alternative  minimum  tax  (AMT)  calculations. 

Simplified  Small  Business  Pension  Plan 

The  rising  administrative  costs  and  legal  complexity  of  pension  and  retirement  plans  are 
forcing  small  business  owners  to  drop  their  plans  in  ever  increasing  numbers.  For  the  same 
reasons,  many  newer  businesses  cannot  bear  the  cost  of  starting  and  maintaining  a  retirement  plan 
for  their  employees  and  are  not  offering  retirement  plans  to  their  employees.  The  Simplified 
Employee  Pensions  (SEPs  and  SARSEPs)  which  current  law  allows  for  small  businesses  have 
many  drawbacks  and  shortcomings.  As  a  result,  they  have  not  been  effective  in  encouraging 
small  employers  to  offer  plans. 

With  our  country's  low  rate  of  national  savings,  one  would  think  that  Congress  should 
have  spent  the  last  decade  encouraging  employers  to  establish  retirement  savings  plans  for  their 
employees.  Exactly  the  opposite  has  occurred.  In  a  desire  to  insure  that  all  plans  are  "fair". 
Congress  has  enacted  rules  that  make  it  difficult  for  small  employers  to  offer  them  at  all. 

NFIB  believes  that  Congress  in.stead  should  be  focused  on  maximizing  the  number  of 
plans  in  which  employees  have  an  opportunity  to  participate  —  especially  by  encouraging  small 
businesses  to  establish  plans.  This  Committee  already  knows  that  additional  rules,  regulations 
and  complexities  are  never  the  incentives  small  businesses  want  before  getting  involved  in  a  new 
venture. 

Almost  no  small  business  offers  a  retirement  plan  to  their  employees  before  they  offer 
health  insurance  as  a  benefit.  If  Congress  would  make  health  insurance  more  affordable  and 
accessible,  together  with  drastic  simplification  of  the  current  pension  rules,  NFIB  believes  there 
could  be  a  significant  increase  in  national  savings  and  employees  with  growing  nest  eggs  for 
retirement.  Why?  Because  small  business  owners  want  to  be  able  to  offer  their  employees 
benefits  like  pension  plans.  Entrepreneurs  must,  however,  be  able  to  afford  the  administrative 
overhead  Congress  imposes  on  businesses  who  offer  plans. 

We  have  worked  with  a  number  of  senators,  including  Senators  Packwood  and  Pryor,  to 
simplify  pension  rules.  Presently,  we  are  pleased  to  support  the  efforts  of  Senate  Majority  Leader 
Dole  in  enacting  a  new  pension  system  that  will  bring  small  businesses  back  into  the  business 
of  offering  retirement  plans  to  their  employees.    It  will  be  simple,  inexpensive  and  provide 
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maximum  participation  incentives.  The  Leader's  plan,  known  as  the  Savings  Incentive  Match 
Plan  for  Employees  --  or  SIMPLE  --  is  available  to  businesses  with  100  employees  or  less.  In 
exchange  for  a  three  percent  employer  matching  requirement  virtually  all  the  complicated  and 
costly  pension  formulas,  calculations  and  regulations  are  eliminated.  Regulations  like  top  heavy, 
nondiscrimination,  and  family  aggregation  rules  will  be  a  thing  of  the  past  for  small  employers 
under  SIMPLE.  In  order  to  allow  the  business  to  grow,  one  aspect  of  SIMPLE  will  be  very 
similar  to  a  "junior  401(k)  plan,"  that  allows  an  easy  roll  into  a  401(k)  to  provide  even  further 
savings  options  for  employees. 

Safe  Harbor  for  Independent  Contractors 

The  definition,  for  tax  withholding  and  other  purposes,  of  who  is  an  employee  and  who 
is  an  independent  contractor  is  so  complex  that  it  is  difficult  for  employers  to  know  when  they 
are  violating  it.  In  addition,  it  can  make  it  difficult  for  independent  contractors  --  small 
businesses  themselves  --  to  exist  at  all  because  of  fear  of  an  IRS  audit.  A  mistake  or 
disagreement  over  how  to  classify  a  worker  with  the  IRS  can  mean  audits,  legal  expenses,  and 
fines.  This  can  be  very  expensive,  enough  in  some  instances  to  close  a  business  for  good.  The 
definition  of  who  is  an  independent  contractor  should  be  clarified  by  Congress  with  a  new  safe 
harbor.  NFIB  strongly  supports  the  creation  of  a  new  safe  harbor  with  a  few  simple  tests  that 
will  allow  an  employer  to  easily  determine  who  is  an  independent  contractor  and  who  is  not.  In 
the  House,  we  are  supporting  Congressman  Christensen's  bill  to  do  just  that.  In  the  Senate,  we 
are  working  with  Senator  Nickles  to  introduce  something  very  similar. 

Conclusion 

I  want  to  thank  you  again  for  this  opportunity  to  testify  before  the  Small  Business 
Committee.  The  message  small  business  owners  everywhere  are  sending  to  government  is:  Get 
off  our  backs  and  out  of  our  pockets.  On  behalf  of  the  more  than  600,000  small  business  owners 
of  NFIB,  I  want  to  express  my  hope  that  we  can  work  together  to  enact  much  of  this  kind  of 
agenda  this  year. 
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Family  Business  Estate  Tax  Coalition 

Air  Conditioning  Contractors  of  America 

Alliance  of  Independent  Store  Owners  &  Professionals 

American  Association  of  Nurserymen 

American  Electrical  Contractors  Association 

American  Road  and  Transportation  Builders  Association 

American  Sheep  Industry  Association 

American  Subcontractors  Association 

American  Farm  Bureau  Federation 

American  Trucking  Associations 

American  Forest  &  Paper  Association 

American  Alliance  of  Family  Businesses 

American  Horse  Council 

American  Consulting  Engineers  Council 

American  Soybean  Association 

American  Vintners  Association 

Associated  Equipment  Distributors 

Associated  General  Contractors  of  America 

Associated  Builders  and  Contractors 

Associated  Specialty  Contractors 

Building  Advertising  Council 

Building  Service  Contractors  Associations  International 

Committee  to  Preserve  the  American  Family  Businesses 

Communicating  for  Agriculture 

Council  of  Fleet  Specialists 

Food  Marketing  Institute 

Forest  Industries  Committee  on  Taxation 

Independent  Bankers  Association  of  America 

Independent  Petroleum  Association  of  America 

Independent  Owners  of  Hallmark  Stores 

International  Foodservice  Distributors 

Machinery  Dealers  National  Association 

Marina  Operators  Association  of  America 

Marine  Retailers  Association  of  America 

National  Association  for  the  Self-Employed 

National  Association  of  the  Remodeling  Industry 

National  Association  of  RV  Parks  and  Campgrounds 

National  Association  of  Retail  Druggists 

National  Beer  Wholesalers  Association 

National  Food  Brokers  Association 

National  Home  Builders  Association 

National  Home  Furnishings  Association 

National  Licensed  Beverage  Association 

National  Lumber  and  Building  Material  Dealers  Association 

National  Trailer  Dealers  Association 
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National  Federation  of  Independent  Business 

National  Cattlemen's  Association 

National  Corngrowers  Association 

National  Association  of  State  Departments  of  Agriculture 

National  Associaton  of  Plumbing-Heating-Cooling  Contractors 

National  Association  of  Wheat  Growers 

National  Cotton  Council 

National  Electrical  Contractors  Association 

National  Farmers  Union 

National  Milk  Producers  Federation 

National  Restaurant  Association 

National  Retail  Federation 

National  Automobile  Dealers  Association 

National  Roofing  Contractors  Association 

National  Pork  Producers  Council 

National  Tooling  &  Machining  Association 

National  Stripper  Well  Association 

National  Tire  Dealers  &  Retreaders  Association 

National  Association  of  Realtors 

National-American  Wholesale  Grocers'  Association 

Printing  Industries  Association  of  America 

Safeguard  America's  Family  Enterprises 

Sheet  Metal  &  Air  Conditioning  Contractors  National  Association 

Society  of  American  Florists 

Small  Business  Legislative  Council 

Small  Business  Exporters  Association 

U.S.  Business  and  Industrial  Council 

U.S.  Chamber  of  Commerce 

U.S.  Telephone  Association 

Wine  and  Spirits  Wholesalers  of  America 

World  Floor  Covering  Association 
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Chairman  Bond.  We  do  apologize.  We  are  trying  to  check  on 
where  everybody  is  with  votes  today,  and  we  apologize  for  the 
schedule,  as  we  did  earlier. 

Now,  it  is  my  pleasure  to  call  on  an  old  friend,  Charlie  Kruse. 
Charlie,  welcome. 

STATEMENT  OF  CHARLES  KRUSE,  PRESIDENT,  MISSOURI 
FARM  BUREAU,  JEFFERSON  CITY,  MISSOURI 

Mr.  Kruse.  Thank  you,  Mr.  Chairman.  It  is  good  to  see  you;  it 
is  good  to  be  here. 

My  name  is  Charles  Kruse,  and  I  own  and  operate  a  family  farm 
business  in  Dexter,  Missouri,  and  I  appear  before  you  today  as  the 
president  of  the  Missouri  Farm  Bureau,  the  largest  general  farm 
organization  in  Missouri,  representing  over  84,000  member  fami- 
lies. 

Senator  Bond,  we  commend  you  and  the  entire  U.S.  Senate  Com- 
mittee on  Small  Business  for  conducting  this  hearing  on  the  impor- 
tant topic  of  the  tax  issues  impacting  small  businesses.  We  espe- 
cially appreciate  the  opportunity  to  present  some  of  the  tax  con- 
cerns of  family  farm  owners  and  operators. 

Farm  Bureau  members  in  Missouri  have  voiced  strong  policy  rec- 
ommendations in  numerous  tax  related  areas  in  our  member  adopt- 
ed policies  for  1995. 

In  an  effort  to  keep  my  testimony  brief,  I  will  limit  my  comments 
to  the  three  areas  of  tax  policy  which  I  most  commonly  hear  being 
discussed  by  farm  families  in  Missouri — the  capital  gains  tax,  es- 
tate taxes,  and  health  insurance  deductibility. 

The  following  are  some  of  the  tax  policy  changes  we  are  advocat- 
ing: 

Farm  Bureau  supports  setting  the  maximum  tax  rate  for  real 
capital  gains  at  15  percent  and  indexing  capital  gains  for  inflation. 

Farming  is  an  extremely  capital  intensive  business.  Farmers 
hold  land  an  average  of  28.6  years,  and  over  this  period,  the  value 
of  total  farm  real  estate  in  the  United  States  will  have  increased 
4.27  times.  Much  of  this  increase  in  value  has  been  due  to  nothing 
more  than  inflation.  Farm  Bureau  believes  that  taxes  on  capital 
gains  should  be  assessed  only  on  the  real  increases  in  the  value  of 
property  and  not  on  nominal  gains  caused  by  inflation. 

In  most  instances,  the  capital  gains  tax  is  not  a  tax  on  income, 
but,  rather,  a  tax  on  transferring  capital  from  one  asset  to  another. 
The  tax  creates  a  disincentive  for  farmers  to  upgrade  farm  oper- 
ations because  capital  gains  tax  must  be  paid  on  land  and  other 
farm  assets  sold  to  finance  improvements.  Unimproved  farm  busi- 
nesses are  less  profitable  and  are  uninviting  to  young  farmers  con- 
templating a  career  in  agriculture. 

Many  older  farmers  and  ranchers  who  would  like  to  transfer  land 
and  other  capital  property  to  some  other  assets  for  retirement  in- 
come are  prevented  by  the  high  taxes  on  inflationary  gains  and 
asset  values.  This  delay  in  the  sale  of  farm  assets  is  a  hindrance 
to  young  farmers  trying  to  obtain  land  and  equipment  necessary  to 
begin  a  farming  operation. 

Farm  Bureau  supports  increasing  the  estate  tax  exemption  sub- 
stantially above  the  current  $600,000  level,  and  indexing  the  ex- 
emption for  inflation. 
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Estate  tax  laws  that  govern  the  transfer  of  farm  family  business 
assets  from  one  generation  to  the  next  were  last  updated  in  1981, 
and  adjustments  in  the  law  are  badly  needed,  especially  for  family 
businesses.  Because  more  and  more  farms  have  assets  exceeding 
the  $600,000  exemption,  heirs  are  forced  to  sell  land,  equipment 
and  buildings  to  pay  estate  taxes.  When  the  portion  of  farm  busi- 
ness assets  that  must  be  sold  is  too  great,  the  economic  viability 
of  the  operation  is  destroyed,  and  family  members  are  forced  to 
abandon  the  farm. 

We  strongly  support  S.  1086,  the  American  Family-Owned  Busi- 
ness Act,  as  an  effective  way  to  target  estate  tax  relief  to  family- 
owned  businesses.  This  bill  would  eliminate  estate  taxes  on  $1.5 
million  of  family-owned  business  assets  and  reduce  to  half  the  es- 
tate tax  rate  for  family-owned  business  assets  above  $1.5  million. 

To  qualify  as  a  family-owned  business  under  the  bill,  one  family 
must  own  50  percent  of  the  business,  two  families  must  own  70 
percent,  or  three  families  must  own  90  percent.  Further,  the  bill  re- 
quires that  the  decedent,  or  a  member  of  his  family,  must  have 
participated  in  the  business  for  at  least  5  years  out  of  the  last  8, 
and  at  least  one  member  of  the  family  must  continue  to  participate 
in  the  management  of  the  business  for  10  years. 

These  truly  are  safeguards  to  insure  that  we  are  talking  about 
family-owned  and  operated  businesses.  These  safeguards  will  help 
assure  that  legitimate  family-owned  businesses  receive  the  estate 
relief  provided  in  S.  1086.  I  am  very  pleased,  Mr.  Chairman,  that 
you  are  a  co-sponsor  of  this  legislation  as  well  as  our  junior  Sen- 
ator from  the  State  of  Missouri,  Senator  Ashcroft,  and  other  Mem- 
bers of  this  Committee. 

The  last  topic  I  want  to  briefly  address  involves  health  insurance, 
deductibility. 

Farm  Bureau  applauds  the  action  by  Congress  earlier  this  year 
to  reinstate,  retroactively,  the  25  percent  tax  deduction  for  health 
insurance  premiums  for  the  self-employed  and  the  increase  to  30 
percent  after  tax  year  1994.  However,  with  major  corporations 
being  allowed  full  deductibility  of  health  insurance  costs,  we  must 
continue  to  urge  a  permanent  100  percent  tax  deduction  for  the 
self-employed. 

No  person  should  have  to  go  without  health  insurance  simply  be- 
cause they  are  self-employed  and  cannot  afford  the  premiums.  It  is 
time  we  establish  fundamental  tax  fairness  in  this  area  by  allowing 
complete  deductibility  of  health  insurance  premiums  for  the  self- 
employed. 

In  conclusion,  Mr.  Chairman,  we  believe  that  for  farm  families 
to  be  financially  secure,  tax  policy  must  create  a  business  climate 
where  well-managed  farms  can  produce  a  profit.  We  believe  the  im- 
plementation of  our  recommendation  for  reducing  the  capital  gains 
tax,  reforming  the  estate  tax,  and  allowing  the  self-employed  full 
deductibility  of  health  insurance  premiums  would  go  a  long  way  in 
providing  a  positive  business  climate  for  family  farm  businesses. 

Again,  thank  you  for  the  opportunity  to  testify  before  this  Com- 
mittee. 

Chairman  Bo\D.  Thank  you  for  that  good  Missouri  wisdom, 
Charlie.  I  always  appreciate  hearing  it. 
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Ms.  Gardner.  And  do  not  worry,  we  have  plenty  of  time.  I  will 
jump  up  and  run  when  I  have  to.  But  there  is  plenty  of  time  for 
your  5  minute  statement. 

STATEMENT  OF  PHYLLIS  GARDNER,  CHAIRMAN,  TAX  AND 
CREDIT  COMMITTEE,  NATIONAL  CATTLEMEN'S  ASSOCIA- 
TION, WASHINGTON,  D.C. 

Ms.  Gardner.  Good  afternoon,  Mr.  Chairman. 

My  name  is  Phyllis  Gardner,  and  I  serve  as  chairman  of  the  Na- 
tional Cattlemen's  Association  Tax  and  Credit  Committee.  Our 
family  operates  a  cattle  ranch  in  southcentral  Nebraska  near  the 
town  of  Max.  In  addition  to  a  cow-calf  operation,  we  raise  wheat, 
corn,  and  alfalfa.  I  thank  you  for  this  opportunity  to  testify  before 
your  Committee  on  tax  reform,  in  particular,  estate  tax  reform. 

We  strongly  support  S.  1086,  the  American  Family-Owned  Busi- 
ness Act  of  1995,  as  the  previous  speakers  have  also.  NCA  was  a 
founding  member  of  the  Family  Business  Estate  Tax  Coalition 
which  vigorously  supports  S.  1086.  A  complete  list  of  the  coalition 
is  attached  to  this  testimony.  This  is  a  great  boon  to  us  in  our  in- 
dustry. Mr.  Chairman,  you  are  our  original  sponsor  of  this  bill,  and 
we  thank  you. 

Senators  Dole,  Pryor,  Roth,  and  Pressler  should  be  commended 
for  putting  together  an  estate  tax  relief  bill  which  will  help  farm- 
ers, ranchers,  and  family-owned  businesses  of  all  types.  We  ap- 
plaud the  41  Senators,  to  date,  supporting  S.  1086,  and  hope  that 
you  will  get  more  on  this  particular  bill. 

Over  50  percent  of  our  members  have  been  involved  in  the  family 
business  for  over  50  years.  These  farms  and  ranches  are  over- 
whelmingly family-owned  businesses  in  which  two  or  three  genera- 
tions are  working  together.  Nearly  20  percent  of  family-owned 
farms  and  ranches  have  been  operating  continuously  for  a  century, 
despite  the  fact  estate  taxes  consume  significant  time,  energy,  and 
money  in  planning.  Mr.  Chairman,  our  ranch  has  been  in  the  fam- 
ily for  108  years.  However,  even  with  costly  planning,  an  increas- 
ing number  of  farms  are  being  divided  or  sold  at  death. 

Rural  economies  are  composed  almost  entirely  of  family-owned 
businesses.  The  viability  of  main  street  in  rural  America  and  the 
surrounding  farms  and  ranches  is  directly  linked  to  their  ability  to 
stay  in  business  during  generational  change. 

The  opportunity  to  pass  your  business  to  the  next  generation  is 
a  life-long  goal  for  most  of  us  involved  in  agriculture.  Tradition  and 
family  continuity  are  not  trendy  terms  in  rural  America.  It  is  how 
we  live. 

The  current  estate  tax  laws  simply  tax  family-owned  businesses 
too  heavily.  Unlike  a  publicly  traded  company,  a  family-owned 
business  can  only  generate  funds  two  ways  to  pay  the  estate 
taxes — sell  a  portion  of  the  business  or  take  on  a  sizable  debt.  The 
unified  credit  equivalent  of  $600,000  and  2032A,  the  special  use 
valuation  are  useful,  and  they  should  be  at  least  indexed. 

I  must  tell  you,  Mr.  Chairman,  we  would  like  to  see  estate  taxes 
eliminated.  The  American  Family-Owned  Business  Act  of  1995 
takes  a  big  step  in  this  direction  by  establishing  a  $1.5  million  ex- 
clusion for  family-owned  business  assets  and  a  50  percent  exclusion 
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on  family-owned  business  assets  above  this  amount.  This  estate  tax 
cut  will  dramatically  help  our  members. 

The  rules  requiring  50  percent  of  the  estate  to  be  comprised  of 
the  family-owned  business  assets  and  the  estate  to  own  at  least  30 
percent  of  the  business  under  joint  family  ownership  will  keep  S. 
1086  targeted  to  those  businesses  which  most  need  estate  tax  re- 
lief. The  bottom  line  is  S.  1086  will  work.  It  will  help  family  busi- 
nesses, the  backbone  of  rural  America,  keep  a  family  business  to- 
gether from  one  generation  to  the  next. 

Capital  gains  is  another  important  issue  to  cattlemen.  We  sup- 
port S.  959,  introduced  by  Senators  Hatch  and  Lieberman,  to  cut 
the  capital  gains  rate  by  50  percent  for  individuals  and  25  percent 
for  corporations.  Our  businesses  are  capital  intensive  and  a  capital 
gains  tax  would  spur  growth.  In  addition,  for  many  people  in  agri- 
culture, their  land  and  their  capital  assets  are  the  primary,  if  not 
the  sole  source  of  retirement  funds.  We  urge  the  Senate  to  include 
the  provision  of  S.  959  in  a  comprehensive  tax  reform  package 
along  with  the  estate  tax  bill. 

The  inability  to  control  prices,  weather,  and  a  variety  of  other 
factors  contribute  to  fluctuating  incomes  for  farmers  and  ranchers. 
Agriculture  needs  income  averaging  or  something  like  it  to  help 
level  out  income  peaks  and  valleys. 

Right  now,  the  cattle  industry  seems  to  be  in  a  valley. 

We  understand  that  Senator  Pressler  is  planning  to  introduce  a 
bill  called  the  Farm  and  Ranch  Risk  Management  Act  of  1995.  It 
would  create  an  account  similar  to  a  medical  savings  account,  and 
we  support  this  effort. 

Health  insurance  deductibility  has  been  on  our  minds  and  hearts 
for  a  long  time.  We  feel  a  100  percent  deduction  would  increase  the 
amount  of  health  coverage  that  we  would  have  out  in  the  rural 
areas. 

I  thank  you  for  this  opportunity  to  share  our  views,  and  I  would 
welcome  any  questions  that  you  might  have. 

[An  attachment  to  the  statement  of  Ms.  Gardner  follows:] 
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Family  Business  Estate  Tax  Coalition 

Air  Conditioning  Contractors  of  America 

Alliance  of  Independent  Store  Owners  &  Professionals 

American  Association  of  Nurserymen 

American  Electrical  Contractors  Association 

American  Road  and  Transportation  Builders  Association 

American  Sheep  Industry  Association 

American  Subcontractors  Association 

American  Farm  Bureau  Federation 

American  Trucking  Associations 

American  Forest  &  Paper  Association 

American  Alliance  of  Family  Businesses 

American  Horse  Council 

American  Consulting  Engineers  Council 

American  Soybean  Association 

American  Vintners  Association 

Associated  Equipment  Distributors 

Associated  General  Contractors  of  America 

Associated  Builders  and  Contractors 

Associated  Specialty  Contractors 

Building  Advertising  Council 

Building  Service  Contractors  Associations  International 

Committee  to  Preserve  the  American  Family  Businesses 

Communicating  for  Agriculture 

Council  of  Fleet  Specialists 

Food  Marketing  Institute 

Forest  Industries  Committee  on  Taxation 

Independent  Bankers  Association  of  America 

Independent  Petroleum  Association  of  America 

Independent  Owners  of  Hallmark  Stores 

International  Foodservice  Distributors 

Machinery  Dealers  National  Association 

Marina  Operators  Association  of  America 

Marine  Retailers  Association  of  America 

National  Association  for  the  Self-Employed 

National  Association  of  the  Remodeling  Industry 

National  Association  of  RV  Parks  and  Campgrounds 

National  Association  of  Retail  Druggists 

National  Beer  Wholesalers  Association 

National  Food  Brokers  Association 

National  Home  Builders  Association 

National  Home  Furnishings  Association 

National  Licensed  Beverage  Association 

National  Lumber  and  Building  Material  Dealers  Association 

National  Trailer  Dealers  Association 
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National  Federation  of  Independent  Business 

National  Cattlemen's  Association 

National  Corngrowers  Association 

National  Association  of  State  Departments  of  Agriculture 

National  Associaton  of  Plumbing-Heating-Cooling  Contractors 

National  Association  of  Wheat  Growers 

National  Cotton  Council 

National  Electrical  Contractors  Association 

National  Farmers  Union 

National  Milk  Producers  Federation 

National  Restaurant  Association 

^  National  Retail  Federation 

National  Automobile  Dealers  Association 
National  Roofing  Contractors  Association 

National  Pork  Producers  Council 

National  Tooling  &  Machining  Association 

National  Stripper  Weil  Association 

National  Tire  Dealers  &  Retreaders  Association 

National  Association  of  Realtors 

National-American  Wholesale  Grocers'  Association 

Printing  Industries  Association  of  America 

Safeguard  America's  Family  Enterprises 

Sheet  Metal  &  Air  Conditioning  Contractors  National  Association 

Society  of  American  Florists 

Small  Business  Legislative  Council 

Small  Business  Exporters  Association 

U.S.  Business  and  Industrial  Council 

U.S.  Chamber  of  Commerce 

U.S.  Telephone  Association 

Wine  and  Spirits  Wholesalers  of  America 

World  Floor  Covering  Association 
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Chairman  Bond.  Well,  thank  you  very  much,  Ms.  Gardner. 

And  let  me  turn,  quickly,  to  Mike.  I  know  the  NFIB  very  care- 
fully assesses  the  views  of  its  members,  and  makes  its  policy  rec- 
ommendations based  on  that. 

You  have  mentioned  several  different  tax  reform  proposals. 
Given  the  fact  that  we  are  facing  a  limited  pot  of  money,  if  we  had 
to  prioritize  them,  what  would  you  put  as  one,  two,  three,  in  terms 
of  the  most  important  ones? 

Mr.  ROUSH.  Of  all  these  different  things,  or  variations  on  estate 
taxes? 

Chairman  Bond.  No.  The  different  tax  areas.  What  are  the  ones 
that  are  most  important,  quoting  your  members? 

Mr.  RouSH.  We  have  not  asked  that  question. 

Chairman  Bond.  I  see.  So  you  have  not  prioritized.  They  do  not 
say  No.  1  is  health  insurance.  No.  2  is  capital  gains,  or  something? 

Mr.  RousH.  No,  we  have  not  had  an  opportunity  to  do  that  this 
year.  We  did  it  for  the  Tax  Reform  Act  of  1986,  I  will  tell  you;  but 
we  have  not  done  it  this  year.  So  I  do  not  have  a  good  membership- 
driven  answer  to  that  question. 

We  had  a  priority  list,  but  it  is  on  our  own  best  judgment  as  to 
the  maximum  benefit  to  our  members. 

Chairman  Bond.  Charlie,  can  you  give  me  the  view  of  the  Farm 
Bureau?  Have  your  members  come  up  with  any  prioritization,  so 
we  can  rank  them? 

Mr.  Kruse.  We  have  not  specifically  done  that,  Mr.  Chairman. 
I  think  the  most  severe  impact  would  be  from  the  estate  tax  situa- 
tion, because  as  has  been  stated  here  several  times  today,  in  many 
cases  that  literally  destroys  a  business,  whether  it  is  a  family  farm 
or  a  small  business,  with  heirs  having  to  come  up  with  money  to 
pay  the  estate  tax. 

But  that  certainly  does  not  diminish  the  importance,  and  the 
feeling  of  our  membership  with  regard  to  capital  gains,  and  the  100 
percent  deductibility  on  health  insurance. 

Chairman  BOND.  Ms.  Gardner,  do  you  all  have  any  prioritization 
among  those? 

Ms.  Gardner.  Estate  taxes  was  one  of  our  top  priorities. 

Chairman  Bond.  And  how  about  health  and  capital  gains? 

Ms.  Gardner.  That  is  right  up  there,  also. 

Chairman  Bond.  If  we  ran  out  of  money,  which  should  be  put 
first,  second,  and  third? 

Ms.  G.ardner.  I  think  estate  taxes,  because  if  we  do  not  have  any 
way  to  operate,  and  we  have  to  sell  off  our  means  of  making  a  liv- 
ing and  producing,  then  that  has  got  to  be  the  No.  1  priority. 

Chairman  Bond.  You  know,  looking  at  it  from  another  side,  and 
this  is  something  I  would  ask  all  three  of  you  to  address,  for  a  fam- 
ily-owned business  or  a  family-owned  farm,  where  you  are  limited 
to  25  percent  or  30  percent  deductibility,  do  you  have  an  idea  how 
many  of  your  members  may  be  going  without  health  insurance  be- 
cause of  the  nondeductibility  of  the  70  or  75  percent  of  it? 

Ms.  Gardner.  We  just  did  a  survey  that  we  sent  out  to  a  limited 
number  of  our  members,  to  see  what  the  problem  was  with  health 
insurance  and  the  deductibility,  and  all  of  that.  And  a  great  many 
of  them  returned  it  back  to  us,  saying  that  if  they  could  have  100 
percent  deductibility,  they  w^ould  be  much  more  inclined  to  include 
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their  employees.  And  we  found  that  a  lot  of  ours  do  not  even  have 
insurance,  and  a  great  many  of  them  do  not  have  it  for  their  em- 
ployees. 

And  that  is  due  to  it  is  not  a  legitimate  business  expense.  And 
so  they  just  cannot  afford  it. 

Chairman  Bond.  Now  Charlie,  do  you  have  any  idea — of  course 
the  Farm  Bureau  does  a  good  job  of  trying  to  get  its  members  cov- 
ered. Is  there  any  significant  percent  that  are  not  covered,  that 
would  be  with  full  deductibility? 

Mr.  Kruse.  I  think,  without  question,  there  would  be  more.  My 
sense  is  that  a  high  percentage  of  our  members  are  covered.  I  think 
Phyllis  made  a  good  point.  I  think  there  are  a  lot  of  people  who 
would  be  more  inclined  to  cover  the  expense  of  their  employees' 
health  care  insurance  if  it  was  100  percent  deductibility. 

And  also,  I  think  the  whole  issue  of  fairness  comes  up  over  and 
over  again. 

Chairman  Bond.  Sure. 

Mr.  Kruse.  Why  is  it  right,  let  us  say,  for  a  large  corporation  to 
be  able  to  deduct  100  percent  of  their  health  insurance  and  a  self- 
employed  businessman  cannot  do  the  same? 

Chairman  BOND.  I  do  not  think  there  is  any  answer  to  that  fair- 
ness question.  That  one  is  a  given. 

Mike,  how  about  your  members? 

Mr.  ROUSH.  Senator,  there  is  an  answer  to  that  question,  but  I 
cannot  remember  it  right  now.  So  if  I  could  answer  for  the  record, 
I  would  appreciate  it. 

[In  response,  Mr.  Roush  submitted  the  following:] 

It  turns  out  that  we  do  not  have  that  number  for  our  membership.  What  we  do 
have  is  that  according  to  the  Census  Bureau  there  are  3,000,000  self-employed  peo- 
ple in  this  country  without  coverage.  We  believe  that  with  the  incentive  of  a  full 
100  percent  deduction  that  a  considerable  proportion  of  those  people  would  get  cov- 
erage for  themselves  and  at  the  same  time  get  it  for  their  employees. 

Chairman  BOND.  Well,  that  will  reach  most  of  the  Committee 
Members  directly  anyhow. 

Mr.  RouSH.  Could  I  just  throw  in  that  estate  tax  reduction  would 
be  our  No.  1  priority  in  the  tax  area  right  now. 

Chairman  BOND.  All  right. 

Charlie,  just  one  last  thing.  You  did  some  calculations.  I  had 
mentioned  earlier,  that  when  you  hold  a  farm  or  a  business  for  20 
or  30  or  40  years,  and  you  are  really  getting  taxes  on  the  devalu- 
ation of  the  currency,  what  were  the  figures  that  you  used?  You 
said  over  what  period? 

Mr.  Kruse.  Yes,  sir.  Well,  farmers,  on  average,  hold  land  an  av- 
erage of  28.6  years,  and  over  that  period  of  time  the  total  value  of 
the  farm  real  estate  in  the  U.S.  will  have  increased  4.27  times. 

And  the  point  is  so  much  of  that  is  inflationary  and,  literally, 
people  are  being  taxed,  not  on  the  increase  in  the  real  value  of  the 
property,  but  in  so  many  cases  are  paying  taxes  on  inflation. 

Chairman  Bond.  Have  your  battery  of  economists  and  research- 
ers come  up  with  a  comparable  inflation  index  for  that  period?  I 
would  not  be  surprised  if  inflation  were  not  a  very  significant  part 
of  that. 

Mr.  Kruse.  Yes,  sir. 
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Chairman  BOND.  I  bet  it  is  more  than  half  of  that  increase  in 
value. 

Mr.  Kruse.  No  question  about  it.  I  agree,  totally,  Mr.  Chairman, 
and  I  think  that  as  has  been  pointed  out  today,  the  sad  irony  of 
all  of  this  is  people  work  hard  all  their  lives  to  accumulate  some 
property,  or  business,  or  whatever,  and  then  upon  the  death  of  an 
individual,  so  many  times  the  whole  thing  is  wiped  out  just  to  sat- 
isfy the  needs,  supposed  needs  of  Government. 

Chairman  Bond.  Well,  ladies  and  gentlemen,  if  you  will  excuse 
me.  Senator  Dole  was  going  to  appear  here  today,  but  he  is  passing 
his  welfare  bill,  and  if  I  do  not  get  there  in  about  2  minutes  I  am 
not  going  to  be  able  to  vote  for  it. 

But  Senator  Dole  obviously  wanted  to  be  with  us  today.  The  wel- 
fare bill  has  been  a  major  effort.  He  is,  as  you  know,  a  strong  sup- 
porter of  the  family  estate  tax  relief  measures.  We  were  hoping 
that  he  may  be  at  the  next  hearing,  which  is  tomorrow,  but  his  job 
also  prevents  him  from  attending. 

My  apologies.  We  have  to  cut  the  questions  short,  but  I  really  do 
think  I  ought  to  show  up  and  vote.  And  with  that,  my  thanks  to 
all  of  you  who  have  submitted  testimony  and  come  here  today.  You 
present  a  very  solid  picture,  and  the  hearing  is  adjourned.  Thank 
you. 

[Whereupon,  at  4:17  p.m.,  the  Committee  was  adjourned.] 
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STATEMENT  OF  SENATOR  DALE  BUMPERS 

Committee  on  Small  Business 

September  19, 1995 

Mr.  Chairman,  thank  you  for  holding  these  hearings  to  discuss  various  tax  issues,  their 
effect  on  small  business,  and  their  effect  on  the  economy. 

As  my  colleagues  know,  I  used  to  own  a  farm  and  hardware  store  in  Charleston, 
Arkansas,  and  I  know  how  hard  it  is  for  small  businesses  to  make  a  modest  profit.  Therefore  I 
believe  it  is  important  for  us  to  make  the  burden  of  taxation  as  light  as  possible  on  both 
individuals  and  companies.  That  means  that  we  in  government  have  to  find  ways  to  pave  the 
roads,  deliver  the  mail,  provide  for  a  common  defense,  and  do  all  the  other  things  that 
governments  must  do  as  efficiently  as  possible.  The  more  efficiently  we  operate,  the  lower  the 
tax  burden  our  citizens  will  bear  and  the  more  they  can  enjoy  their  earnings. 

Having  said  that,  I  must  say  that  1  strongly  oppose  any  major  tax  cut  at  this  time.  I 
believe  that  for  the  sake  of  our  economy,  and  certainly  for  the  sake  of  our  children  and 
grandchildren,  we  must  balance  the  budget  before  cutting  taxes.  To  do  anything  else,  I  believe, 
is  completely  irresponsible. 

I  realize  that  many  members  of  Congress  say  that  a  balanced  budget  is  already  a  fait 
accompli,  and  therefore  it  is  okay  to  go  ahead  and  cut  taxes  now.  According  to  this  theory,  if 
CEO  projects  a  balanced  budget  for  2002,  that  makes  it  a  certainty.  Unfortunately,  it  is  not  a 
certainty,  regardless  of  CEO's  best  estimates.  In  fact,  there  is  no  way  CEO  can  predict  all  the 
outlays  we  will  incur  in  the  next  seven  years.  Did  CEO  predict  the  S&L  crisis?  The  Persian 
Gulf  War?  The  Midwest  floods,  the  hurricanes  in  Florida,  the  drought  and  fire  in  California? 
Does  anyone  really  believe  CEO  has  a  crystal  ball  which  can  guarantee  us  a  balanced  budget 
seven  years  from  now?  I,  for  one,  do  not  believe  so,  and  1  think  that  the  only  responsible  thing 
for  us  to  do  is  delay  tax  cuts  until  the  budget  is  truly  balanced. 

There  are  some  who  say  that  tax  cuts  will  pay  for  themselves.  The  premise  is  that 
today's  tax  levels  are  impeding  the  economy's  growth,  and  tax  cuts  will  stimulate  activity  which 
brings  in  more  revenue.  Many  of  the  people  espousing  this  theory  also  warned  us  in  1993  that 
the  economy  would  go  into  immediate  recession  if  we  raised  taxes  then.  In  reality,  the  Federal 
Reserve  Board  had  to  raise  interest  rates  seven  times  to  rein  in  the  growth.  And  corporate  profits 
have  been  extremely  high,  with  many  companies  making  record  profits.  If  that's  a  recession, 
I'm  all  for  it. 

After  having  volunteered  as  the  skunk  at  the  garden  party,  let  me  say  I  do  think  this 
hearing  can  serve  a  useful  purpose.  Several  of  the  issues  on  the  Committee's  agenda  today  and 
tomorrow  are  ones  that  are  near  and  dear  to  my  heart.  Senators  Hatch  and  Lieberman  have 
introduced  a  bill  which  enhances  the  small  business  capital  gains  incentive  that  I  authored  and 
pushed  through  Congress  in  1993.  It  is  an  excellent,  cost  effective  tool  for  increasing  capital 
availability  for  small  businesses,  and  I  commend  my  colleagues  for  working  to  improve  it.  I  am 
not  terribly  pleased  that  they  have  chosen  to  attach  it  to  an  across-the-board  capital  gains  tax  cut, 
but  to  the  extent  that  the  small  business  provision  is  separate,  I  remain  supportive. 

The  estate  tax  is  another  area  that  deserves  a  hard  look.  I  think  we  need  to  do  whatever  is 
reasonably  possible  to  ensure  that  family  businesses  can  remain  in  the  family.  But,  again,  I  hope 
that  we  can  find  a  solution  that  does  not  cost  billions  for  the  federal  Treasury.  It  would  be  ironic 
indeed  if  we  cut  estate  taxes  to  save  family  businesses,  and  in  so  doing  caused  our  children  and 
grandchildren  to  pay  higher  taxes  in  the  future  because  of  a  higher  deficit. 

With  that  perspective  in  mind,  I  look  forward  to  studying  the  issues  before  us. 
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STATEMENT  OF  SENATOR  LARRY  PRESSLER 

COMMITTEE  ON  SMALL  BUSINESS 

SEPTEMBER  19,  1995 


Thank  you,  Mr.  Chairman.    I  commend  you  for  holding  this  hearing  to  analyze  the 
impact  upon  small  businesses  of  the  capital  gains  rate  reduction  proposal.    Senator  Hatch's 
bill,  of  which  I  am  a  co-sponsor,  creates  incentives  to  increase  savings  and  investment  in  the 
United  States.    In  particular,  I  believe  that  cutting  the  capital  gains  rate  is  one  of  the  most 
important  issues  that  we  will  consider  this  session. 

I  think  many  of  my  colleagues  would  agree,  cutting  the  capital  gains  tax  rate  is  one  of 
the  most  effective  ways  that  we  can  stimulate  investment  in  the  U.S.    There  are  those  in  my 
party  who  would  argue  that  we  could  have  an  effective  economic  stimulus  with  just  a 
prospective  capital  gains  reduction,  and  1  think  that  this  is  probably  true.    However,  I  cannot 
support  such  a  proposal. 

While  a  prospective  reduction  in  the  capital  gains  rates  would  help  stimulate 
investment  on  Wall  Street,  it  would  hurt  our  farmers  and  small  businesses.    In  South  Dakota, 
we  have  people  who  have  given  their  whole  lives  to  creating  a  successful  farm  or  small 
business.    Most  often,  the  income  they  receive  from  their  labors  is  redirected  back  into  the 
family  business  to  make  it  more  successful,  leaving  little  room  for  retirement  savings. 

Many  South  Dakotans  depend  upon  the  final  sale  of  their  farm  or  small  business  for 
the  vast  majority  of  their  retirement  income,  and  they  are  punished  by  the  current  capital 
gains  tax  system.    The  lump  sum  capital  gains  tax  payment  that  is  due  when  the  farm  or  small 
business  is  sold,  after  a  lifetime  of  work,  threatens  to  wipe  out  the  income  that  they  have 
come  to  depend  on  for  their  later  years.    In  fact,  1  have  constituents  in  South  Dakota  who 
have  been  unable  to  sell  their  property  when  they  want  to  because  they  could  not  possibly 
have  been  able  to  afford  the  capital  gains  taxes. 

If  we  are  to  reduce  the  capital  gains  tax  rates,  which  I  strongly  support,  we  must  reach 
back  and  include  previously-owned  assets  so  that  our  efforts  to  stimulate  savings  reach  all  the 
way  from  Wall  Street  to  the  main  streets  of  our  farms  and  small  businesses  across  the 
country.    I  cannot  support  a  proposal  that  does  not  include  our  family  farmers,  but  I  will  fight 
to  pass  one  that  does. 

The  business  of  farming  is  an  unpredictable  one.    It  changes  from  year  to  year,  and  is 
subject  to  more  uncontrollable  factors  than  most  any  other  business.    We  have  all  seen  the 
devastation  that  floods  have  caused  in  the  Midwest  in  recent  years,  and  my  Colleagues  on  the 
Committee  know  first  hand  how  drought  and  disease  can  have  the  same  devastating  impact. 
We  must  give  our  farmers  and  small  businesspeople  something  that  they  can  count  on. 

That  something  is  dependable  retirement  income  free  from  an  onerous  capital  gains  tax 
burden. 

I  think  that  we  arp  already  familiar  with  the  proposal  in  the  Contract  With  America 
relating  to  this  issue.    Many  of  my  colleagues  have  problems  with  the  cost  in  these  tough 


71 


budget  times  —  an  estimated  $53  billion  over  five  years  —  and  frankly  I  am  concerned  with 
this  as  well.    I  want  to  make  sure  that  we  are  able  to  pay  for  whatever  tax  cut  initiatives  we 
approve  here  because,  as  important  as  this  proposal  is,  it  is  equally  important  to  our  economic 
strength  that  we  bring  down  our  deficit. 

I  would  now  like  to  turn  to  the  other  issue  that  the  Committee  is  reviewing  today  — 
estate  tax  reform  to  help  small-businesses. 

Family-owned  farms,  ranches  and  businesses  are  the  strength  of  the  our  communities 
in  South  Dakota  and  throughout  the  country.    These  are  the  people  who  run  businesses  that 
employ  their  neighbors,  and  they  are  also  the  people  who  serve  on  the  PTA,  on  church 
boards,  and  service  the  community  through  volunteer  groups.    Family-owned  businesses  give 
us  all  a  sense  of  pride  about  our  local  communities. 

The  problem  currently  faced  by  family-owned  businesses  is  the  looming  threat  of 
estate  taxes.    Upon  the  death  of  the  owner  of  the  business,  the  family  is  immediately  saddled 
with  a  tax  debt  of  up  to  55  percent  of  the  value  of  the  estate.    In  effect,  the  government 
becomes  a  majority  owner  of  the  business  until  these  taxes  are  paid. 

Just  because  many  family-owned  farms,  ranches  and  other  businesses  are  valuable, 
does  not  necessarily  mean  that  they  are  liquid.    Frequently  parts  or  all  of  the  business  must  be 
sold  simply  to  pay  these  taxes.    Forcing  the  sale  of  a  business  that  was  built  up  by  parents  to 
be  passed  along  to  their  children  in  order  to  pay  the  government  taxes  stands  contrary  to 
everything  on  which  this  country  was  founded. 

I  believe  that  we  must  reform  our  estate  tax  laws  in  order  to  relieve  the  burden  on 
family-owned  businesses.    I  have  worked  over  the  last  two  months,  with  three  other  concerned 
Senators,  to  craft  a  bill  that  will  remove  this  onerous  burden  from  our  family  businesses.    I 
worked  to  find  exemption  levels  that  would  basically  remove  estate  taxes  from  all  South 
Dakotan  family  businesses. 

The  final  bill  that  we  created  is  the  American  Family-Owned  Business  Act  and  it  was 
introduced  on  July  28,  1995.    We  have  the  support  of  32  other  Senators,  and  more  than  44 
associations,  including  the  American  Farm  Bureau,  the  Chamber  of  Commerce,  the  National 
Cattleman's  Association  and  the  National  Federation  of  Independent  Businesses. 

Our  bill  provides  for  an  exemption  from  estate  taxes  for  the  first  $1.5  million  of 
qualified  family-owned  business  assets.   All  assets  beyond  this  are  taxed  at  50  percent  of  the 
current  estate  tax  rates.    This  means  that  for  a  family  business,  a  mom  and  dad  can  pass  along 
to  their  kids,  who  continue  to  run  the  business,  up  to  a  total  of  $4.2  million  of  business  assets 
tax-free.    This  includes  the  new  $1.5  million  exemption  per  person,  plus  the  $600,000  per 
person  exemption  allowed  imder  current  law. 

While  this  may  seem  like  a  high  figure,  once  you  begin  to  add  together  the  assets  of  a 
family  farm,  for  example,  the  value  quickly  begins  to  mount.    Including  the  value  of  the  land, 
the  crops,  the  livestock,  the  tractors  and  other  farm  machinery,  the  bam  and  other  fixtures  on 
the  property,  the  total  value  of  the  farm  quickly  runs  up  to  a  significant  figure.    However, 
simply  because  the  value  reaches  up  into  the  millions,  this  does  not  mean  that  the  farmer  has 
millions  in  the  bank  to  pay  one-third  to  one-half  of  the  total  value  in  taxes.    In  fact,  for  many 
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family  farms,  portions  of  the  farm  must  be  sold  off  to  pay  the  current  taxes,  which  eventually 
makes  the  farms  less  valuable  and  less  productive.    When  this  happens  over  a  number  of 
generations,  the  farm  eventually  becomes  totally  unproductive  and  moves  toward  foreclosure. 

This  is  precisely  the  situation  that  my  bill  seeks  to  avoid.    This  bill  has  strong  support, 
and  I  believe  that  it  will  move  forward  during  this  session  of  Congress.    We  must  put  these 
changes  in  place  immediately  before  we  lose  even  one  more  family  farm,  ranch,  or  other 
business.    Our  communities  depend  on  it.  and  our  children's  futures  depend  upon  it. 


TAX  ISSUES  IMPACTING  SMALL  BUSINESS 


WEDNESDAY,  SEPTEMBER  20,  1995 

United  States  Senate, 
Committee  on  Small  Business, 

Washington.  DC. 

The  committee  met,  pursuant  to  notice,  at  2:38  p.m.,  in  Room 
428A,  Russell  Senate  Office  Building,  the  Honorable  Christopher  S. 
Bond,  Chairman  of  the  Committee,  presiding. 

Present:  Senators  Bond,  Burns,  Bennett,  Bumpers,  and 
Wellstone. 

OPENING  STATEMENT  OF  THE  HONORABLE  CHRISTOPHER  S. 
BOND,  CHAIRMAN,  COMMITTEE  ON  SMALL  BUSINESS,  AND  A 
UNITED  STATES  SENATOR  FROM  MISSOURI 

Chairman  Bond.  The  United  States  Committee  on  Small  Busi- 
ness will  convene.  Good  afternoon  and  thank  you  very  much  for  at- 
tending today's  hearing.  As  usual,  our  schedule  has  been  somewhat 
flumexed  by  the  votes,  but  Senator  Bumpers  said  he  will  be  here 
shortly.  I  know  that  Senator  Nickles  has  a  very  important  markup 
beginning  at  3  o'clock.  So  with  the  approval  of  the  minority,  we  are 
going  to  go  ahead  and  commence  the  second  day  of  hearings  focus- 
ing on  tax  issues  affecting  small  business. 

Yesterday,  we  heard  from  Senators  Hatch  and  Lieberman,  as 
well  as  business  owners  and  their  representatives.  The  discussion 
focused  primarily  on  reducing  the  capital  gains  tax  and  estate  tax 
relief.  Today  we  will  hear  about  a  variety  of  issues,  including  small 
business  pensions,  increasing  the  expensing  provision,  the  deduct- 
ibility of  health  insurance  and  about  the  number  one  issue  at  the 
White  House  Conference  on  Small  Business,  the  need  to  clarify  the 
definition  of  an  independent  contractor. 

As  I  indicated  at  the  start  of  yesterday's  hearings,  this  Commit- 
tee's mandate  is  to  study,  investigate  and  report  on  all  problems 
of  American  small  business  enterprises.  There  is  no  doubt  that  our 
system  of  taxation  is  of  paramount  and  justifiable  concern  to  Amer- 
ican entrepreneurs. 

We  are  providing  these  hearings  as  a  forum  for  the  small  busi- 
ness community  before  the  Senate  acts  on  new  tax  legislation.  The 
men  and  women  owners  and  employees  of  small  business  know  the 
importance  of  balancing  the  Federal  budget.  Our  commitment  to 
eliminate  the  deficit  must  have  our  highest  priority. 

In  addition,  though,  we  have  a  responsibility  to  invest  wisely  the 
economic  dividend  resulting  from  a  balanced  budget.  The  cycle  of 
economic  growth  can  continue  best  if  we  fine-tune  our  tax  laws  to 
reduce  the  financial  drag  on  the  productive  small  business  sector. 
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The  right  combination  of  fiscal  responsibiHty  and  tax  poUcy  can  be 
a  catalyst  for  true  prosperity. 

The  high  capital  gains  tax  rate,  under  our  current  law,  is  stifling 
America.  Successful  entrepreneurs  could  repeat  their  job  creating 
activities  in  a  new  company  or  a  new  enterprise  if  it  were  not  for 
the  disincentive  in  the  tax  laws  against  realizing  and  reinvesting 
the  gains. 

I  think  it  is  essential  that  we  take  maximum  advantage  of  the 
opportunity  before  us  to  reduce  the  capital  gains  tax  in  order  to  get 
America  back  on  track  towards  fiscal  responsibility  and  economic 
prosperity. 

I  was  pleased  to  join  Senator  Dole  and  others  in  co-sponsoring 
the  American  Family-Owned  Business  Act  earlier  this  year  to  re- 
duce the  negative  impact  of  estate  taxes  on  family  farms  and  busi- 
nesses. The  tax  law  is  forcing  people  to  make  decisions  to  sell  what 
otherwise  could  remain  a  viable  family  business  or  farm,  just  so 
they  can  raise  cash  to  pay  the  estate  taxes.  A  recent  study  has 
shown  that  family  businesses  spend  as  much  as  $3.1  billion  annu- 
ally on  estate  tax  preparation  and  insurance,  more  than  the  Gov- 
ernment collects  from  them  in  actual  estate  taxes. 

According  to  one  Stanford  economist,  "Because  people  make  char- 
itable gifts  and  arrange  other  deductible  transactions  to  reduce 
their  taxable  estate,  the  estate  tax  actually  raises  no  net  revenue 
for  the  Government."  Much  of  the  burden  of  paying  estate  taxes 
falls  upon  the  American  farmer  and  small  business  owner  because 
the  wealthiest  Americans  are  more  likely  to  hire  professionals  and 
to  take  advantage  of  the  Estate  tax  planning  techniques.  There  is 
something  seriously  wrong  with  this  approach  and  we  should  fix  it. 

As  a  nation,  we  have  begun  to  take  responsibility  for  our  eco- 
nomic future  by  working  towards  balancing  the  budget.  However, 
as  individuals,  each  of  us  must  also  take  on  the  same  responsibility 
by  improving  individual  savings  rates  and  retirement  planning. 
This  is  a  difficult  challenge,  at  best.  The  high  participant  cost  of 
establishing  and  maintaining  pension  plans  is  a  major  barrier  for 
small  business.  In  this  climate,  where  programs  like  welfare,  social 
security  and  Medicare  are  on  our  minds,  our  laws  need  to  encour- 
age the  private  sector  to  promote  personal  savings. 

Our  goal  for  small  business  and  for  America  should  be  to  ad- 
vance the  cause  of  savings  and  to  change  the  pension  laws  at  a 
pace  that  keeps  up  with  the  changing  needs  of  small  business.  Con- 
gress should  not  be  a  roadblock  to  improved  individual  savings  and 
financial  security. 

Senator  Nickles  has  joined  us  today  to  testify  about  the  defini- 
tion of  an  independent  contractor.  The  uncertainty  and  unfairness 
surrounding  this  issue  has  been  a  concern  for  taxpayers  for  many 
years.  Internal  Revenue  Service  agents  currently  use  a  20-factor 
test  that  is  a  nightmare  for  small  business. 

I  understand  the  IRS  has  forced  businesses  to  reclassify  over 
400,000  independent  contractors  as  employees  and  that  they  are 
now  converting  almost  2,000  independent  contractors  into  employ- 
ees each  week.  These  statistics  are  startling.  I  recognize  that  find- 
ing a  solution  to  this  problem  will  not  be  easy  but  it  is  absolutely 
essential  that  we  do  so  because  the  status  quo  is  unacceptable. 
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Taxpayers  are  worried  and  the  policy  is  hurting  the  economy  by 
stifling  growth  in  jobs  and  expansion  through  fear. 

I  am  going  to  submit  the  rest  of  my  statement  for  the  record  and 
will  welcome  additional  witnesses  as  they  come. 

[The  prepared  statement  of  Senator  Bond  follows:] 
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Opening  Statement  Chairman  Christopher  S.  Bond 

United  States  Senate  Committee  on  Small  Business 

Tax  Issues  Impacting  Small  Business 

September  20,  1995 


The  United  States  Senate  Committee  on  Small  Business  is  called  to  order. 
Good  afternoon  and  thank  you  for  attending  today's  hearing.   This  is  the  second 
of  two  days  of  hearings  focusing  on  tax  issues  affecting  small  business. 
Yesterday,  we  heard  from  Senators  Hatch  and  Lieberman,  as  well  as  business 
owners  and  their  representatives.   The  discussion  primarily  focused  on  reducing 
the  capital  gains  tax  and  estate  tax  relief.  Today,  we  will  hear  about  a  variety  of 
issues  including  small  business  pensions,  increasing  the  expensing  provision, 
deductibility  of  health  insurance  and  about  the  number  one  issue  at  the  White 
House  Conference  on  Small  Business,  the  need  to  clarify  the  definition  of  an 
independent  contractor. 

As  I  indicated  at  the  start  of  yesterday's  hearing,  this  Committee's  mandate 
is  to  study,  investigate  and  report  on  all  problems  of  American  small  business 
enterprises.   There  is  no  doubt  that  our  system  of  taxation  is  a  paramount  and 
justifiable  concern  to  American  entrepreneurs.   We  are  providing  these  hearings 
as  a  forum  to  listen  to  the  small  business  community  before  the  Senate  acts  on 
new  tax  legislation. 

The  men  and  women  owners  and  employees  of  small  businesses  know  the 
importance  of  balancing  the  federal  budget.   Our  commitment  to  eliminate  the 
deficit  should  remain  our  highest  priority.   In  addition,  though,  we  have  a 
responsibility  to  invest  wisely  the  economic  dividend  resulting  from  a  balanced 
budget.  The  cycle  of  economic  growth  can  continue  best  if  we  fine  tune  our  tax 
laws  to  reduce  the  financial  drag  on  the  productive  small  business  sector.  The 
right  combination  of  fiscal  responsibility  and  tax  policy  can  be  a  catalyst  for  true 
prosperity. 

The  high  capital  gains  tax  rate  under  our  current  law  is  stifling  America. 
Successful  entrepreneurs  could  repeat  their  job-creating  activities  in  a  new 
company  if  it  were  not  for  the  disincentive  in  the  tax  laws  against  realizing  and 
reinvesfing  the  gains.  It  is  essential  that  we  take  maximum  advantage  of  the 
opportunity  before  us  to  reduce  the  capital  gains  tax  in  order  to  get  America  back 
on  track  towards  fiscal  and  economic  prosperity. 
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I  was  pleased  to  join  Senator  Dole  in  co-sponsoring  the  American  Family- 
Owned  Business  Act  earlier  this  year  to  reduce  the  negative  impact  of  estate  taxes 
on  family  farms  and  businesses.  The  tax  law  is  forcing  people  to  make  decisions 
to  sell  what  otherwise  could  remain  a  viable  family  business  just  so  they  can  raise 
cash  to  pay  the  estate  taxes.  A  recent  study  shows  that  family  businesses  spend  as 
much  as  $3.1  billion  annually  on  estate  tax  preparation  and  insurance  -  more  than 
the  government  collects  from  them  in  actual  estate  taxes.   According  to  one 
Stanford  economist,  because  people  make  charitable  gifts  and  arrange  other 
deductible  transactions  to  reduce  their  taxable  estate,  the  estate  tax  actually  raises 
no  net  revenue  for  the  government.   Much  of  the  burden  of  paying  estate  taxes 
falls  upon  the  American  farmer  and  small  business  owner,  because  the  wealthiest 
Americans  are  more  likely  to  hire  professionals  and  to  take  advantage  of  estate 
planning  techniques.  There  is  something  seriously  wrong  with  this  approach  and 
we  should  fix  it. 

As  a  Nation  we  have  begun  to  take  responsibility  for  our  economic  future 
by  working  towards  balancing  the  budget.   However,  as  individuals,  each  of  us 
must  also  take  on  that  same  responsibility  by  improving  individual  savings  rates 
and  retirement  planning.   This  is  a  difficult  challenge  at  best.   The  high 
participant  cost  of  establishing  and  maintaining  pension  plans  is  a  major  barrier 
for  small  business.   In  this  climate  where  programs  like  welfare,  social  security 
and  Medicare  are  on  our  minds,  our  laws  need  to  encourage  the  private  sector  to 
promote  personal  savings.   Our  goal  for  small  business  and  for  America  should 
be.  to  advance  the  cause  of  savings  and  to  change  the  pension  laws  at*a  pace  that 
keeps  up  with  the  changing  needs  of  small  business.  Congress  should  not  be  a 
roadblock  to  improved  individual  savings  and  financial  security. 

Senator  Nickles  has  joined  us  today  to  testify  about  the  definition  of  an 
independent  contractor.   The  uncertainty  and  unfairness  surrounding  this  issue 
has  been  a  concern  of  taxpayers  for  many  years.  Internal  Revenue  Service  agents 
currently  use  a  20-factor  test  that  is  a  nightmare  for  small  business.   I  understand 
the  IRS  has  forced  businesses  to  reclassify  over  400,000  independent  contractors 
as  employees  and  that  they  are  now  converting  almost  2,000  independent 
contractors  into  employees  each  week.  These  statistics  are  startling. 

I  recognize  that  finding  a  solution  to  this  problem  will  not  be  easy,  but  it  is 
absolutely  essential  that  we  do  so  because  the  status  quo  is  unacceptable. 
Taxpayers  are  worried  and  the  policy  is  hurting  the  economy  by  stifling  job 
growth  and  expansion  through  fear. 
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Ironically  enough,  the  Commissioner  of  Internal  Revenue,  Margaret 
Richardson,  told  delegates  to  the  White  House  Conference  on  Small  Business 
earlier  this  year  that  the  IRS  "does  not  care  whether  someone  is  an  employee  or 
an  in  independent  contractor  as  long  as  they  properly  report  their  income." 
Congress  needs  to  come  up  with  a  legislative  solution  so  we  can  move  the  IRS  out 
of  this  "de  facto"  role  of  setting  employment  policy  and  back  into  its  role  of 
revenue  collection.   I  look  forward  to  hearing  from  Senator  Nickles  and  our 
other  witnesses  today  about  whether  it  is  possible  to  develop  a  short  list  of  simple 
and  understandable  criteria  in  this  area.  Thank  you  Senator  Nickles  for  taking 
the  time  to  come  testify  before  the  Small  Business  Committee  today. 

This  afternoon,  I  expect  we  will  also  hear  witnesses  testify  about  other 
important  tax  issues  of  concern  to  small  business  including,  the  deductibility  of 
heath  insurance,  increasing  the  expensing  provision  and  pension  simplification. 
After  we  have  heard  from  our  colleagues,  we  will  receive  testimony  from  two 
panels  of  small  business  owners  and  their  representatives,  many  of  whom  have 
traveled  some  distance  to  be  with  us  today.  It's  a  special  honor  to  have  two  of  the 
Regional  Chairs  for  Taxation  Issues  from  the  White  House  Conference  on  Small 
Business,  delegates  who  have  taken  on  a  continuing  responsibility  to  help 
Congress  implement  the  conference  recommendations.   I  plan  to  have  this 
Committee  devote  a  substantial  amount  of  time  and  energy  to  highlight  many  of 
the  recommendations  from  the  Conference  and  to  urge  the  Congress  to  deliver 
meaningful  results  for  small  business  people  around  the  country. 

Again,  thank  you  all  for  participating  in  today's  hearing.   Now,  I  will  turn 
to  the  Ranking  Minority  Member  for  his  opening  statement.  Senator  Bumpers. 
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Chairman  BOND.  Let  me  turn  to  my  colleague,  Senator  Bennett 
of  Utah,  to  see  if  he  has  an  opening  statement? 

Senator  Bennett.  I  do  not,  Mr.  Chairman.  I  am  looking  forward 
to  the  testimony. 

Chairman  BOND.  Thank  you  very  much. 

Senator  Nickles,  we  are  honored  to  have  a  person  who  not  only 
represents  small  business  but  has  run  a  small  business  and  knows 
first-hand  the  challenges  facing  small  businesses  in  America  today. 
With  your  expertise,  both  from  the  real  world  of  small  business  and 
on  both  the  appropriations  and  finance  committees,  I  know  that 
you  are  well  qualified  to  provide  us  some  good  ideas  and  leader- 
ship. 

We  welcome  you  and  ask  you  to  begin  your  testimony. 

STATEMENT  OF  THE  HONORABLE  DON  NICKLES,  A  UNITED 
STATES  SENATOR  FROM  OKLAHOMA 

Senator  NiCKLES.  Thank  you,  Mr.  Chairman  and  Senator  Ben- 
nett. I  appreciate  the  opportunity  to  be  able  to  testify  before  this 
committee.  First,  let  me  compliment  you  for  the  outstanding  work 
that  you  have  done  as  Chairman  of  the  Small  Business  Committee. 
I  served  on  this  committee  for  several  years.  I  quit  serving  on  it 
somewhat  out  of  frustration  because  I  did  not  really  think  this 
committee  was  doing  much  to  help  small  business. 

And  you  are  moving  this  committee.  The  work  that  you  and  Sen- 
ator Bennett  have  done  in  pushing  for  regulatory  relief,  the  effort 
that  you  are  making  with  your  hearings  today  and  yesterday  deal- 
ing with  estate  tax  reform,  making  some  changes  on  the  Independ- 
ent Contractor  Tax  Relief  Act — which  I  will  be  discussing  in  great- 
er detail — these  are  things  that  will  really  help  small  business.  You 
are  making  this  committee  a  real  advocate  for  small  business,  for 
creating  small  businesses.  I  just  want  to  compliment  you  for  it.  I 
am  excited  about  it.  This  would  be  a  fun  committee  to  be  on  under 
your  chairmanship  because  you  are  moving  it  in  the  right  direction. 
And  I  just  compliment  you  for  it. 

Mr.  Chairman,  I  would  ask  that  my  entire  statement  be  inserted 
into  the  record,  and  I  will  make  a  few  general  comments. 

Chairman  BOND.  It  will  be  included.  Senator. 

Senator  NiCKLES.  I  will  touch,  first  just  for  a  moment,  on  estate 
tax.  My  father  passed  away  when  I  was  13  years  old.  He  had  taken 
a  business,  Nickles  Machine  Corporation,  that  my  grandfather 
started.  He  passed  away  in  1961.  To  make  the  story  short,  we 
ended  up  fighting  with  the  IRS  for  several  years  to  determine  the 
value  of  that  company.  The  IRS  thought  it  was  a  lot  more  valuable 
than  we  did. 

We  had  to  sell  a  part  of  the  company  to  pay  inheritance  tax.  And 
I  was  very  aggravated  by  that,  even  though  I  was  a  young  child, 
I  ended  up  inheriting  basically  most  of  that  debt.  I  had  to  spend 
years  working,  saving  to  buy  back  the  stock  that  was  sold  to  pay 
inheritance  tax.  All  because  of  Government  policy  that  hit  right  at 
the  heart  of  small  business. 

I  was  third  generation  in  this  company.  And  inheritance  tax  al- 
most killed  this  little  company,  Nickles  Machine  Corporation,  start- 
ed in  1918.  So,  I  am  happy  to  join  with  you  and  others.  Senator 
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Dole  and  the  Estate  Tax  Relief  Act.  I  think  it  is  very  positive,  very 
pro-business. 

I  think  it  will  encourage  family  operations.  It  will  encourage 
small  business,  instead  of  having  the  Government  come  in  with 
very  high  estate  tax  rates.  So  I  think  it  is  an  excellent  move. 

Another  piece  of  legislation,  Mr.  Chairman,  I  wish  to  discuss 
with  you  today  deals  with  independent  contractors.  And  I  have  had 
some  personal  experience  with  that  as  well.  My  wife  and  I  actually 
started  a  janitor  service  to  put  ourselves  through  school.  We  were 
independent  contractors.  We  hired  other  people  as  independent 
contractors  to  work  in  this  business  and  this  was  a  business  that 
v.'as  growing  rather  significantly,  probably  would  have  continued  to 
grow  except  we  found  ourselves  in  a  very  high — I  say,  very  high, 
at  that  time  about  a  40-some-odd  percent  marginal  tax  bracket. 

When  you  included  your  self-employment  tax  and  you  included 
income  taxes  and  State  taxes,  I  found  myself  working  almost  50 
percent  of  the  time  for  the  Federal  Government  and/or  State  Gov- 
ernment. And,  therefore,  decided  the  business  did  not  need  to  con- 
tinue to  expand.  I  would  rather  work  for  myself  than  for  Govern- 
ment. I  was  putting  myself  through  school  and  a  lot  of  other  peo- 
ple. 

Mr.  Chairman,  it  is  vitally  important  that  we  clarify  who  is  an 
independent  contractor  and  who  is  an  employee.  As  you  mentioned, 
the  IRS  is  now,  I  think,  declaring  war  on  a  lot  of  independent  con- 
tractors. And  that  is  the  heart  and  soul  of  small  business.  That  is 
the  growth  of  small  business.  That  is  a  lot  of  employees  deciding 
I  want  to  be  an  entrepreneur,  I  want  to  be  a  businessman,  I  want 
to  start.  Actually  in  our  janitor  service  my  wife  and  I  worked  for 
a  janitor  for  a  few  months  before  we  started  our  janitor  service. 

And  yet,  when  you  see  the  IRS  coming  in  and  classifying  various 
people  under  this  so-called  20-point  plan,  thousands  of  people,  I 
think  it  runs  very  contrary  to  what  we  are  trying  to  do.  Actually 
we  have — and  I  guess  I  would  have  to  say  we  would  have  to  fault 
Congress,  it  is  not  just  the  IRS,  I  think  Congress  is  largely  at  fault. 

We  have  failed  to  give  workers  or  business  or,  frankly,  the  IRS 
adequate  guidance  as  far  as  who  is  an  employee  and  who  is  an 
independent  contractor.  Our  legislation  would  solve  that.  We  have 
over  5  million  independent  contractors  in  the  country  today.  I  think 
almost  every  business  does  work  with  independent  contractors. 

I  compliment  our  colleagues  in  the  House.  They  have  introduced 
companion  legislation,  H.R.  1972.  It  has  over  130  co-sponsors  with 
the  principal  sponsor  being  Jon  Christensen  from  Nebraska,  over 
130.  That  tells  you  that  small  business  thinks  that  this  is  a  big 
problem.  As  you  mentioned,  Mr.  Chairman,  the  White  House  Con- 
ference on  Small  Business  said  this  was  the  number  one  problem. 
And  that  tells  you  also  that  IRS  is  in  the  process  of  either 
harassing  or  contesting  a  lot  of  claims.  So  I  think  we  need  to  clarify 
it.  That  is  our  responsibility.  We  should  not  leave  it  up  to  the  IRS. 

Right  now,  Congress  enacted  in  1978  what  was  intended  to  be  a 
temporary  solution.  The  Section  530,  safe  harbor  provisions,  and 
that  prohibited  IRS  from  reclassifying  workers  as  employees  if  the 
employer  had  a  reasonable  basis  for  treating  the  workers  as  inde- 
pendent contractors  or,  past  IRS  audit,  did  not  dispute  the  workers' 
classifications. 
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That  has  lasted  for  almost  two  decades.  But  it  has  been  con- 
trolled by  this  so-called  temporary  solution  and  related  IRS  rulings 
and  judicial  precedent  and  legislation  targeted  at  specific  indus- 
tries. 

The  contractors  and  businesses  who  are  unable  to  rely  upon 
those  protections,  are  subjected  to  a  20-point  common  law  test 
which  attempts  to  define  the  employer's  control  over  a  worker. 
Well,  Mr.  Chairman,  a  lot  of  things  have  changed  in  industry.  A 
lot  of  things  have  changed  in  the  market  place  today.  This  20-point 
common  law  test  is  not  working. 

I  will  mention  a  couple  of  things.  The  General  Accounting  Office 
calls  the  common-law  test,  "Unclear  and  subject  to  conflicting  inter- 
pretations." Even  the  Treasury  Department  has  testified,  "Applying 
the  common-law  test  on  employment  tax  issues  does  not  yield  clear, 
consistent,  or  even  satisfactory  answers  and  reasonable  persons 
may  differ  as  to  the  correct  classification." 

We  need  to  resolve  that.  And  I  think  the  way  to  resolve  it  is 
through  legislation.  That  is  what  we  are  trying  to  do  with  this  bill. 
We  tried  to  make  a  simple  definition  of  who  is  not  an  employee. 
To  qualify  for  independent  contractor  status  this  legislation  will  re- 
quire the  service  provider  to  exhibit  at  least  one  of  the  following, 
and  this  is  to  qualify  for  independent  contractor  status.  They  must: 
have  a  significant  investment  in  assets  or  training,  or  they  have 
significant  unreimbursed  expenses,  or  they  have  an  agreement  to 
complete  a  project,  a  liability  for  damages,  and  they  may  be  termi- 
nated without  cause,  or  they  may  be  paid  on  a  commission  basis, 
or  they  are  involved  in  purchasing  the  products  for  resale. 

Further,  in  this  legislation,  the  service  provider  must  have  a 
principal  place  for  business,  or  pay  fair  market  rent  to  use  a  serv- 
ice recipient's  place  of  business;  not  be  required  to  perform  service 
exclusively  for  the  service  recipient;  have  more  than  one  contract; 
have  recently  performed  a  significant  amount  of  service  for  other 
persons;  or  have  advertised  to  perform  service  for  other  persons;  or 
have  provided  service  under  registered  or  licensed  business  name. 

Mr.  Chairman,  finally  this  legislation  requires  businesses  and 
independent  contractors  to  enter  into  a  written  contract  and  com- 
ply with  all  applicable  IRS  requirements  to  ensure  that  payments 
to  independent  contractors  are  properly  reported. 

And  in  conclusion,  Mr.  Chairman,  I  want  to  mention  two  other 
things.  I  think  there  is  a  couple  of  other  independent  contractor  is- 
sues that  need  to  be  resolved  through  legislation.  The  first  is  Sec- 
tion 1706  of  the  1986  Tax  Reform  Act  dealing  with  technical  serv- 
ices industry,  primarily  computer  programmers,  analysts  and  engi- 
neers. Section  1706  specifically  denies  these  businesses  safe  harbor 
protection  on  worker  classification  issues  and,  in  my  opinion,  it 
should  be  repealed. 

Another  arcane  provision  of  current  law  requires  truck  drivers 
who  distribute  bakery  products  to  be  treated  as  employees.  Com- 
mon business  practices  have  changed  greatly  since  this  provision 
was  instituted  in  the  early  1950s,  and  I  believe  today's  independent 
bakery  drivers  should  be  given  the  same  worker  classification 
treatment  as  all  other  businesses. 

So,  finally,  Mr.  Chairman,  let  me  just,  again,  thank  you  and  this 
committee  and  Senator  Bumpers  and  Senator  Conrad  Burns  and 
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Senator  Bennett  for  your  leadership.  Because  this  issue  is  vitally, 
vitally  important.  It  needs  to  be  clarified.  We  should  not  rely  strict- 
ly on  IRS  rulings.  We  should  not  rely  upon  a  20-year-old  solution 
that  came  about  almost  20  years,  1978,  to  solve  this  problem. 

It  should  be  congressionally  solved,  hopefully  I  think  this  legisla- 
tion will  do  that.  I  solicit  your  support  and  input  and  would  like 
to  see  this  pass  both  houses  of  Congress  this  year. 

[The  prepared  statement  of  Senator  Nickles  follows:] 
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STATEMENT  OF  SENATOR  DON  NICKLES 

SENATE  COMMITTEE  ON  SMALL  BUSINESS 

SEPTEMBER  20,  1995 

The  Independent  Contractor  Tax  Relief  Act  of  1995 

Mr.  Chairman,  thank  you  for  inviting  me  to  address  your  committee  on  tax  issues 
impacting  small  business.  I  am  pleased  to  discuss  the  important  issues  of  worker 
classification  and  the  independent  contractor. 

Mr.  Chairman,  one  of  the  most  fundamental  concepts  in  our  fi-ee  enterprise  economy 
is  the  abihty  of  any  American  to  use  talent,  intelligence,  and  hard  work  to  start  a 
business.  The  small,  independent  business  is  the  engine  which  drives  iimovation, 
job  creation,  and  increased  economic  activity  in  this  country. 

Before  coming  to  the  U.S.  Senate,  I  had  first  hand  experience  with  these  issues; 
both  working  as  and  employing  independent  contractors.  The  janitorial  service  I 
began  as  a  student  at  Oklahoma  State  University  could  not  have  existed  if  I  had 
been  required  to  work  as  an  employee,  and  it  never  would  have  expanded  if  I  could 
not  have  hired  other  students  as  independent  contractors  to  handle  specific  jobs. 

For  many  small,  start-up  companies,  independent  contractor  status  is  the  best  way, 
and  sometimes  only  way,  they  can  do  business.  Similarly,  many  larger,  estabhshed 
businesses  find  that  using  independent  contractors  is  the  most  effective  way  of 
handling  projects  that  require  special  talents. 

There  are  five  million  independent  contractors  in  America  according  to  the  Small 
Business  Administration,  and  almost  one-third  of  all  companies  use  independent 
contractors  to  some  degree.  Independent  contractor  status  gives  both  the  service 
provider  and  the  service  recipient  the  flexibihty  needed  to  be  competitive  in  today's 
economic  environment. 

Despite  the  obvious  importance  of  independent  contractors  to  our  economy. 
Congress  has  amazingly  failed  to  give  workers  or  businesses  adequate  guidance  as 
to  who  is  an  employee  and  who  is  an  independent  contractor.  Unfortunately,  this 
lack  of  decisive  Congressional  action  combined  with  an  aggressive  dislike  of 
independent  contractors  by  the  Internal  Revenue  Service  has  subjected  many 
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businesses  to  abusive  audits  and  unfair  penalties.  In  effect,  our  government  is 
killing  the  independent  contractor. 

The  horror  stories  surrounding  this  issue  are  numerous  and  disturbing,  Mr. 
Chairman.  Earlier  this  summer,  NBC  Nightly  News  ran  a  story  on  two  business 
owners  who  are  facing  hundreds  of  thousands  of  dollars  in  back  taxes  and  penalties 
because  the  IRS  decided  to  reclassify  their  mdependent  contractors  as  employees. 
One  of  these  citizens,  who  owns  a  travel  agency,  received  a  bill  for  ahnost  $200,000 
in  back  taxes,  penalties,  and  interest,  despite  the  fact  that  his  independent 
contractors  had  already  paid  their  taxes! 

Mr.  Chairman,  a  $200,000  tax  bill  will  close  the  doors  of  most  small  businesses. 

According  to  the  NBC  report,  the  ERS  has  used  these  "worker  classification"  audits 
to  collect  more  than  three-quarters  of  a  billion  dollars  fi^om  business  owners  over  the 
last  seven  years  in  disputed  employment  taxes,  even  though  many,  if  not  most,  of 
the  independent  contractors  had  akeady  paid  these  taxes. 

Mr.  Chairman,  I  will  soon  introduce  legislation  in  the  U.S.  Senate  to  address  these 
worker  classification  issues.  The  Independent  Contractor  Tax  Rehef  Act  will  be  the 
Senate  companion  to  H.R.  1972,  a  bill  introduced  earlier  this  year  by 
Representative  Jon  Christensen  which  has  over  130  cosponsors  in  the  House.  Our 
bill,  which  is  supported  by  over  50  trade  and  industry  associations,  cuts  through  the 
horrendously  complicated  and  ambiguous  current  law  rules  and  provides  rehef  and 
confidence  to  independent  contractors  and  service  recipients  alike. 

Why  is  Congressional  action  needed,  Mr.  Chairman?  In  the  mid-1970's,  the  IRS 
undertook  a  major  initiative  to  reclassify  workers  as  employees.  In  response  to  the 
tremendous  outcry  fi"om  business  owners.  Congress  in  1978  enacted  what  was 
intended  to  be  a  temporary  solution,  the  Section  530  "safe  harbor"  provisions. 
Section  530  prohibited  the  IRS  fi'om  reclassifying  workers  as  employees  if  the 
employer  had  a  reasonable  basis  for  treatment  of  the  workers  as  independent 
contractors,  or  if  a  past  IRS  audit  did  not  dispute  the  workers'  classification. 

So  for  two  decades,  independent  contractor  status  has  been  controlled  by  this 
"temporary  solution",  related  IRS  rulings,  judicial  precedent,  and  legislation 
targeted  at  specific  industries.  Those  contractors  and  businesses  who  are  unable  to 
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rely  upon  these  protections  are  subjected  to  a  20-point  common  law  test  which 
attempts  to  define  an  employer's  "control"  over  a  worker. 

This  common  law  test  is  the  bane  of  employers  and  workers  across  the  country,  and 
is  at  the  heart  of  the  problems  my  legislation  intends  to  address.  The  General 
Accounting  Office  calls  the  common  law  test  "unclear  and  subject  to  conflicting 
interpretations" .  Even  the  Treasury  Department  has  testified  that  "applying  the 
common  law  test  in  employment  tax  issues  does  not  yield  clear,  consistent,  or  even 
satisfactory  answers,  and  reasonable  persons  may  differ  as  to  the  correct 
classification.  " 

The  Independent  Contractor  Tax  Simphfication  Act  replaces  the  comphcated  and 
arbitrary  common  law  test  with  a  simple  definition  of  who  is  not  an  employee. 

To  qualify  for  independent  contractor  status,  my  legislation  will  require  the  service 
provider  to  exhibit  at  least  one  of  the  following— 

(1)  a  significant  investment  in  assets  and/or  training, 

(2)  incurring  significant  unreimbursed  expenses, 

(3)  agreement  to  complete  a  project,  liabihty  for  damages  and  may  be  terminated 
without  cause, 

(4)  payment  on  a  commission  basis,  or 

(5)  purchasingof  products  for  resale. 

Further,  under  my  legislation  the  service  provider  must— 

(1)  have  a  principal  place  of  business,  or  pay  fair  market  rent  to  use  the  service 
recipient's  place  of  business, 

(2)  not  be  required  to  perform  service  exclusively  for  the  service  recipient, 

(3)  have  recently  performed  a  significant  amount  of  service  for  other  persons,  or 
have  advertised  to  perform  service  for  other  persons,  or 

(4)  have  provided  service  under  a  registered  or  licensed  business  name. 

Finally,  Mr.  President,  my  legislation  requires  businesses  and  independent 
contractors  to  enter  into  a  written  contract  and  comply  with  all  applicable  IRS 
requirements  to  ensure  that  payments  to  independent  contractors  are  properly 
reported  in  order  to  prevent  taxpayer  arbitrage. 

I  would  like  to  stress,  Mr.  Chairman,  that  this  legislation  is  not  a  comprehensive 
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rewrite  of  all  independent  contractor  law.  It  is  very  difficult  to  address  all  worker 
classification  issues  in  one  bill,  because  there  is  an  unlimited  number  of  employment 
situations  and  each  one  presents  different  challenges.  Further,  many  individuals, 
businesses,  and  trade  associations  have  resolved  their  problems  with  the  IRS,  and 
they  fear  that  a  comprehensive  change  in  the  law  will  force  them  to  renew  old 
arguments  with  the  government  or  impose  unwanted  conditions  on  their  employment 
practices,  such  as  tax  withholding.  The  Independent  Contractor  Simplification  Act 
will  benefit  those  businesses  and  contractors  who  have  not  resolved  their  status  with 
the  IRS,  while  preserving  current  law  for  those  who  are  satisfied  with  it. 

Further,  Mr.  Chairman,  I  would  like  to  briefly  mention  two  additional  independent 
contractor  issues,  both  of  which  involve  specific  industries.  The  first  issue  is 
Section  1706  of  the  1986  Tax  Reform  Act  dealing  with  the  technical  services 
industry,  primarily  computer  programmers,  analysts,  and  engineers.  Section  1706 
specifically  denies  these  businesses  safe  harbor  protection  on  worker  classification 
issues,  and  I  believe  it  should  be  repealed.  Another  arcane  provision  of  current  law 
requires  truck  drivers  who  distribute  bakery  products  to  be  treated  as  employees. 
Common  business  practices  have  changed  greatly  since  this  provision  was  instituted 
in  the  early  1950's,  and  I  beheve  today's  independent  bakery  drivers  should  be 
given  the  same  worker  classification  treatment  as  all  other  businesses. 

Mr.  Chairman,  it  is  not  fair  to  business,  nor  is  it  conducive  to  the  entrepreneurial 
spirit  of  this  country,  to  leave  the  question  of  worker  classification  up  to  the  whim  of 
the  IRS.  The  importance  and  timeliness  of  this  issue  was  made  clear  earher  this 
summer  when  delegates  to  the  White  House  Conference  on  Small  Business  made 
clarifying  independent  contractor  rules  their  number  one  small  business  priority.  I 
believe  Congress  should  act  decisively  to  recognize  the  importance  of  independent 
contractors,  and  I  invite  the  members  of  this  committee  to  join  me  in  this  initiative. 
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Chairman  Bond.  Thank  you  very  much,  Senator  Nickles.  I  want 
to  ask  you  just  one  question  and  I  will  turn  to  our  colleagues  for 
questions  and  then  we  will  go  into  opening  statements  after  you 
leave. 

I  understand  that  the  Commissioner  of  the  Internal  Revenue, 
Peggy  Richardson,  told  delegates  to  the  White  House  Conference  on 
Small  Business  earlier  this  year  that  the  IRS,  "Does  not  care 
whether  someone  is  an  employee  or  an  independent  contractor,  as 
long  as  they  report  their  income." 

Now,  from  the  view  of  a  small  business  person,  would  you  say 
that  is  the  way  the  IRS  rulings  are  currently  viewed? 

Senator  Nickles.  Mr.  Chairman,  that  has  not  been  what  IRS  has 
been  doing.  They  have  filed  many  cases  and  declared  individuals 
as  not  independent  contractors,  but  as  employees  and  required  the 
business  to  pay  payroll  taxes  even  if  the  employee  had  paid  self- 
employment  taxes  and  paid  their  taxes  on  time.  The  liability  has 
gone  against  the  company  if  they  were  declared  employees.  And  so 
her  statement,  which  is  common  sense,  has  not  been  the  policy  and 
practice  of  the  IRS. 

I  have  a  horror  story  and  I  started  to  read  it.  NBC  Nightly  News 
actually  did  a  story  on  it.  It  talked  about  owners  who  are  facing 
hundreds  of  thousands  of  dollars  in  back  taxes  and  penalties  be- 
cause the  IRS  decided  to  reclassify  their  independent  contractors  as 
employees. 

One  of  these  citizens,  who  owns  a  travel  agency,  received  a  bill 
for  almost  $200,000  in  back  taxes,  penalties  and  interest  despite 
ihe  fact  that  his  independent  contractors  had  already  paid  their 
taxes.  And  that  was  on  NBC  Nightly  News. 

So  I  just  make  mention  of  that.  I  appreciate  what  you  said  to  the 
IRS  Commissioners. 

Chairman  BOND.  Yes.  Peggy  Richardson  has  said  that  the  only 
justification  for  the  interest  to  the  IRS  and  whether  someone  is  an 
independent  contractor  or  an  employee  is  just  to  make  sure  that 
they  report  their  income  properly,  which  is  totally  reasonable  in  my 
view.  The  IRS  was  set  up  to  collect  taxes  that  were  owed  and  so 
long  as  that  income  is  reported,  I  would  think  that  should  satisfy 
the  needs  of  the  IRS. 

Senator  NiCKLES.  But  evidently,  in  past  practice,  that  has  not 
been  the  case. 

Chairman  BOND.  Thank  you  very  much,  Senator  Nickles. 

Let  me  turn  to  Senator  Bumpers. 

[The  prepared  statement  of  Mr.  Bumpers  follows:] 
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STATEMENT  OF  SENATOR  DALE  BUMPERS 

Committee  on  Small  Business 

September  20, 1995 


Thank  you,  Mr.  Chairman.  And  thank  you  for  holding  this  hearing  on  tax  issues 
affecting  small  businesses. 

In  contrast  to  yesterday's  hearings,  I  believe  that  the  independent  contractor  issue  may  be 
one  where  we  can  make  a  difference  without  bankrupting  the  federal  budget.  For  years, 
independent  contractors  and  those  who  hire  them  have  complained  that  the  IRS  rules  do  not 
provide  enough  certainty.  We  need  to  clarify  these  guidelines  so  small  businesses  can  have  a 
clear  idea  of  the  category  they  will  ultimately  fall  into  for  tax  purposes.  For  this  reason,  I 
recently  joined  Senator  John  Kerry  and  many  of  other  Senate  colleagues  in  urging  the  Finance 
Committee  to  include  an  safe  harbor  for  the  technical  services  industry  in  Reconciliation  because 
that  industry  has  been  treated  particularly  unfairly  on  this  issue. 

I  don't  want  to  be  too  sanguine  on  this  issue,  however.  Fixing  the  problem  may  be  easier 
said  than  done  because  we  also  must  look  out  for  the  enforceability  of  payroll  taxes.  After  all,  if 
we  are  going  to  have  viable  Social  Security  and  Medicare  systems,  we  must  ensure  that  everyone 
pays  his  or  her  fair  share  of  payroll  taxes  and  that  we  do  not  open  the  door  to  tax  avoidance.  The 
IRS  estimates  that  noncompliance  by  independent  contractors  now  totals  $4  to  $6  billion 
annually,  and  we  certainly  cannot  afford  to  make  this  revenue  loss  worse. 

I  understand  that  some  witnesses  may  also  want  to  discuss  100%  deductibility  of  health 
insurance.  This  was  one  piece  of  the  1994  health  care  debate,  and  although  "health  care"  is  now 
a  dirty  word,  it  remains  a  critical  need  for  our  nation.  Indeed,  the  current  debate  over  Medicare 
and  Medicaid  demonstrates  how  we  need  to  do  more  to  reform  our  basic  health  care  system. 
Providing  the  self-employed  with  a  100%  deduction,  as  is  available  to  other  companies,  is  a 
good  first  step.  I  remain  supportive  of  finding  a  way  to  pay  for  that  and  getting  it  done. 

There  may  be  other  areas  of  interest  to  our  witnesses  as  well,  and  I  look  forward  to 
exploring  those  issues  today. 
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Senator  Bl'MPERS.  Senator  Nickles,  this  is  a  perennial  problem 
and  we  ought  to  try  to  deal  with  it  in  a  simple  way.  As  a  former 
small  businessman  I  can  tell  you  that  oftentimes  the  line  is  so  thin, 
you  know,  I  do  not  know  how  you  deal  with  it.  I  was  not  only  a 
small  businessman,  but  also  a  lawyer  trying  to  advise  some  of  my 
business  clients  on  the  definition  of  an  independent  contractor. 

But  the  IRS  estimates  that  the  total  noncompliance  on  filing 
1099s  runs  between  $4  and  $6  billion  a  year.  How  could  we  reduce 
that  noncompliance,  if  they  are,  in  fact,  right  about  the  figures? 

Senator  NiCKLES.  I  do  not  know.  There  is  a  lot  of  noncompliance 
with  1099s,  but  I  do  not  know  that  that  applies  strictly  to  "inde- 
pendent contractors." 

Senator  Bl'MPERS.  No,  it  does  not.  Well,  wait  a  minute. 

Senator  NiCKLES.  That  is  a  broader 

Senator  Bl^ipers.  Staff  tells  me  that  IRS  says  that  this  is  the 
figure. 

Senator  NiCKLES.  I  would  be  happy  to  review  it.  I  have  a  strong 
interest  in  making  sure,  as  everyone  in  this  committee  does,  that 
everybody  pays  their  taxes  when  due. 

The  problem  though,  as  the  Chairman  alluded  to,  the  IRS  is  now 
in  the  process  of  reclassifying  a  couple  of  thousand  people  a  week 
as  employees  who  were  classified  as  independent  contractors.  Now, 
maybe  these  are  people  on  commission,  they  may  be  salespersons, 
they  may  be  somebody  like,  myself,  that  had  a  janitor  service,  they 
may  be  a  small  businessperson  that  is  starting  a  painting  oper- 
ation. There  are  an  unlimited  number  of  potential  independent  con- 
tractors. 

If  they  are  classified  as  an  employee,  or  if  they  are  classified  as 
an  independent  contractor  they  need  to  pay  their  taxes.  They  have 
self-employment  tax  liability.  They  have  withholding  liability  or  es- 
timated tax  payment  liability.  I  told  the  story,  before  you  came  in, 
my  business  grew  rather  quickly  and  I  was  doing  quarterly  esti- 
mated taxes.  It  quit  growing  so  quickly  when  I  found  out  that  I  had 
a  significant  tax  liability  as  a  percentage  of  my  income,  it  was 
about  40-some  percent,  when  you  added  self-employment  taxes  and 
income  taxes  and  State  tax. 

Those  taxes  are  still  due  if  you  are  an  independent  contractor  or 
if  you  are  an  employee.  I  would  take  issue,  though,  with  some  peo- 
ple saying,  well,  people  only  want  to  be  an  independent  contractor 
so  they  can  avoid  taxes.  I  think  in  many,  many  of  the  cases — and 
I  do  not  have  the  percentage,  maybe  we  can  get  this  from  the  IRS 
Commissioner — of  the  cases  where  they  have  tried  to  reclassify 
independent  contractors  as  employees. 

It  is  really  because  they  are  hard  to  define  that  they  are  still 
going  back  lo  this  20-point  case  that  has  evolved  from  the  IRS 
since  1978,  as  far  as  what — the  20-point  common-law  test  which  at- 
tempts to  define  an  employer's  control  over  a  worker. 

Well,  today  you  have  a  lot  of  different  situations.  You  have  a  lot 
of  home  workers.  You  have  a  lot  of  different  things.  Now,  they  may 
be  an  employee,  they  may  be  an  independent  contractor. 

We  tried  to  come  up  with  a  legislative-crafted  solution  to  define 
who  would  be  an  independent  contractor.  And  I  think  it  is  a  pre- 
ferred alternative  to  the — right  now,  you  have  17  years  of  basically 
practice  that  has  kind  of  evolved.  And  it  really  has  not  worked  very 
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well  as  proven  by  the  number  of  contentious  issues,  so  let  us  try 
to  legislatively  define  who  is  an  independent  contractor.  We  should 
take  some  responsibility.  I  fault  Congress  as  much  as  I  fault  the 
IRS.  I  do  not  think  we  have  done  a  very  good  job. 

Senator  Bumpers.  Thank  you,  Mr.  Chairman. 

Chairman  Bond.  Thank  you,  Senator  Bumpers.  Senator  Bennett. 

Senator  Bennett.  Thank  you,  Mr.  Chairman. 

Senator  Nickles,  I  am  delighted  that  you  have  raised  and  high- 
lighted this  issue.  I  congratulate  the  Chairman  for  giving  you  the 
forum  in  which  to  do  this. 

I  do  not  have  any  specific  question  but  I  do  have  an  additional 
comment  to  make  in  this  circumstance,  having  just  lived  through 
a  similar  kind  of  decision.  I  had  to  decide  whether  the  people  who 
were  taking  care  of  my  aging  parents  and  my  wife's  aging  parents 
were  independent  contractors  or  employees. 

Those  individuals  meet  many  criteria  which  define  independent 
contractors.  For  example,  they  have  other  customers  for  whom  they 
provide  this  service. 

However,  I  decided  to  be  overcautious  and  treat  them  as  employ- 
ees. A  major  barrier  to  this  decision  was  the  accounting  problems. 

Now,  I  can  afford  to  pay  an  accountant  to  make  the  deductions, 
and  do  all  of  the  payroll  reportings,  and  all  of  the  quarterly  filings, 
etc.  However,  these  procedures  were  completely  beyond  these  em- 
ployees' ability.  As  independent  contractors,  the  tax  procedures  are 
much  simpler. 

The  accounting  costs  that  went  in  on  our  side  of  it  when  we 
brought  in  an  accountant  simply  could  not  have  been  handled  by 
my  parents  and  my  wife's  parents  at  their  age. 

There  was  a  time,  obviously,  they  could  have  handled  it  without 
a  problem.  But  at  their  age  they  simply  could  not  have  handled  the 
reporting  challenge. 

So  I  just  wonder  if,  on  the  one  side,  you  are  looking  at  the  price 
of  compliance  as  the  IRS  is  doing  and  saying,  we  are  losing  some 
of  these  taxes.  On  the  other  side,  you  are  looking  at  the  costs  that 
are  going  to  ordinary  Americans  who  are  trying  to  figure  out 
whether  or  not  to  withhold  from  the  lawnmowers,  the  babysitter, 
etc. 

I  agree  that  Congress  needs  some  common  sense  here  and  needs 
to  do  the  thing  that  makes  the  most  sense  for  the  individual.  And 
it  is  not  just  financial  costs  in  terms  of  taxes  that  affect  the  tax- 
payers, but  also  the  compliance  costs  of  hiring  a  professional. 

Senator  NiCKLES.  No  doubt. 

Chairman  Bond.  Senator  Burns,  do  you  have  a  question? 

Senator  Burns.  Thank  you,  Mr.  Chairman,  I  appreciate  it,  and 
I  appreciate  these  hearings.  I  want  to  ask  a  question.  I  guess  I 
have  never  given  it  a  thought  until  right  now.  And  I  will  show  you 
how  far  behind  the  curve  I  really  am. 

Who  has  oversight  of  the  IRS,  what  committee  in  the  Senate? 

Senator  NiCKLES.  Finance,  and  then  on  the  appropriators  it 
would  be  Treasury,  Postal. 

Senator  Burns.  Have  we  ever  had  an  IRS  oversight  hearing? 

Chairman  Bond.  We  did  on  Treasury,  Postal.  You  can  get  on 
that  one. 

[Laughter.] 
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Senator  BURNS.  I  do  not  want  on  it.  I  just 

Chairman  BOND.  I  tell  you  what,  it  would  beat  the  heck  out  of 
Military  Construction. 

Senator  Burns.  Well,  no,  I  think  no  comment. 

[Laughter.] 

Senator  BURNS.  I  am  just  wondering  because  I  was  just  reading 
the  testimony  here  and  the  way  we  handle  things.  I  am  just  won- 
dering from  what  we  are  hearing  from  the  private  sector  that 
would  not  be  a  pretty  good  idea.  I  am  just  very  much  interested 
in  this  piece  of  legislation.  And  I  think  it  has  been  very  well  crafted 
and  it  is  time. 

But  I  also  would  like  to  say  that  maybe  we  should  look  at  how 
we  do  business  here,  too,  because  of  the  complaints  that  are  coming 
from  that  little  organization  down  the  road,  called  the  IRS  and 
maybe  they  need  to  be  questioned  every  now  and  again. 

So  that  is  all  I  have  to  say.  Thank  you  very  much. 

Senator  Nickles.  Mr.  Chairman,  thank  you.  Just  to  comment 
concerning  Senator  Burns.  I  think  we  are  partly  responsible  be- 
cause Congress,  in  1978,  Senator  Bumpers,  passed  what  we  called 
a  temporary  solution  and  we  kind  of  left  it  hanging  there. 

And  we  really  never  came  back  and  finished  the  work  and  really 
defined  an  independent  contractor.  So  we  have  allowed  this  situa- 
tion to  be  where  it  is.  I  think  we  have  got  some  responsibility  to 
do  it.  We  now  have  this  contractors  and  the  businesses  are  relying 
on  this  20-point  common-law  test  which  attempts  to  define  an  em- 
ployer's control  over  a  worker,  and  it  does  not  really  work  very 
well. 

I  think.  Senator  Bumpers,  you  and  Senator  Wellstone  were  gone 
but  even  the  Treasury  Department  has  said,  and  I  will  read  this 
quote  again  that,  "Applying  the  common-law  test  on  employment 
tax  issues  does  not  yield  clear,  consistent  or  even  satisfactory  an- 
swers and  reasonable  people  may  differ  as  to  the  correct  classifica- 
tion." 

GAO  says  the  same  thing.  It  says,  "It  is  unclear  and  subject  to 
conflicting  interpretations."  We  ought  to  take  a  rewrite  and  see  if 
we  cannot  actually  go  about  it  a  different  way.  Not  define  how 
much  control  an  employer  has  over  the  employee,  therefore,  that 
person  is  an  employee,  but  say,  what  qualifies  an  independent  con- 
tractor to  where  they  can  be  independent?  Are  they  making  signifi- 
cant investments?  Do  they  have  other  clients?  Are  they  advertis- 
ing? Do  they  have  their  own  residence  of  business  and  so  on?  I 
think  we  can  do  that. 

So  I  look  forward  to  working  with  members  of  this  committee 
and  see  if  we  cannot  clarify  it. 

Senator  Bumpers.  Mr.  Chairman? 

Chairman  Bond.  I  was  going  to  turn  to  Senator  Wellstone  to  see 
if  he  has  any  questions. 

Senator  Bl'MPERS.  If  you  would  yield  for  just  one  second?  When 
I  practiced  law,  my  problems  on  independent  contractors  did  not 
deal  with  the  IRS.  It  dealt  with  workmen's  compensation.  It  was 
always  a  question  about  who  was  covered  and  who  was  not?  And 
that  might  be  a  suitable  thing  for  us  to  talk  about  here  one  of  these 
days. 

Chairman  Bond.  Sure. 


21-185  -  96  -  4 


92 

Senator  Bumpers.  However,  no,  that  would  not  be.  That  is  a 
State  concern. 

Chairman  Bond.  We  have  got  enough  headaches,  but  if  we  solve 
all  of  these.  Senator  Bumpers,  if  we  are  looking  for  things  we 
will 

Senator  Bumpers.  I  am  not  looking  for  any  more  responsibility. 

Chairman  Bond  [continuing].  Maybe  we  will  get  on  to  that. 

Senator  Wellstone. 

Senator  Wellstone.  Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Mr.  Wellstone  follows:] 
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PREPARED  STATEMENT  OF  SENATOR  PAUL  D.  WELLSTONE 

Committee  on  Small  Business 
September  20,  1995 


Thank  you  for  holding  this  hearing.  I  have  met  on  several  occasions  with  the  delegates 
from  Minnesota  to  the  White  House  Conference  on  Small  Business,  and  it  is  safe  to  say  that  taxes 
are  an  issue  that  is  at  the  top  of  most  small  business  people's  list  of  concerns. 

I  am  pleased  to  say  that  many  small  business  people  realize  they  cannot  call  for  a 
balanced  budget  and  at  the  same  time  call  for  each  person's,  or  each  industry's,  or  each  sector's 
favored  ta.\  break  or  cut.  Nonetheless,  some  changes  are  needed  in  tax  law  as  it  affects  small 
businesses.  And  the  White  House  Conference  process  has  proved  to  be  an  outstanding  way  to 
hear  directly  from  small  business  people  regarding  their  priorities. 

I  supported  past  Congressional  action  on  targeted  capital-gains  tax  relief  -  one  of  the 
topics  of  yesterday's  hearing.  And  1  have  heard  from  enough  Minnesota  small  businesses,  and 
farmers,  to  know  that  estate  taxes  are  an  important  question,  as  well. 

1  also  hear  frequently  from  Minnesota  small  business  people  about  two  of  the  items  that 
will  be  discussed  here  today:  the  classification  for  tax  purposes  of  independent  contractors,  and 
the  issue  of  the  home-office  deduction. 

I  appreciate  your  attention  to  these  topics  today,  Mr.  Chairman. 

I  welcome  the  effort  of  Senator  Nickles  to  address  the  independent  contracting  issue.  I 
have  been  supportive,  as  he  has,  of  considering  the  repeal  of  section  1 706  of  the  tax  code,  which 
concerns  independent  contractor  classification  for  workers  in  the  technical  service  industry.  But 
complaints  about  the  current  "common  law  test"  for  classification  go  beyond  just  its  application 
to  the  technical  service  industry.    1  am  eager  to  consider  Senator  Nickles'  proposal. 

I  also  welcome  our  other  witnesses  and  thank  them  for  being  here  today. 
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Senator  Wellstone.  Mr.  Chairman  and  Senator  Nickles,  I  had 
a  meeting  with  the  delegates  from  Minnesota  who  were  at  the 
White  House  Conference  on  Small  Business  just  to  come  back  and 
meet  with  people  in  the  State  and  see  what  the  follow-up  would  be. 
There  was  a  real  concern  about  taxes,  and  also  about  capital  forma- 
tion, and  the  two  can  be  linked. 

This  question  of  the  classification  of  independent  contractors  for 
tax  purposes  is  a  big  issue  and  I  appreciate  your  work.  The  ques- 
tion of  home  office  deductions  is  another  thing  we  are  going  to  be 
talking  about  and  which  I  heard  a  lot  about.  I  think  that  is  going 
to  become  a  bigger  and  bigger  issue  for  some  very  good  reasons, 
some  very  positive  reasons. 

So  I  appreciate  your  work,  Senator  Nickles. 

Is  your  bill — and  I  have  not  really  had  a  chance  to  look  it  over — 
have  you  introduced  it  yet? 

Senator  NiCKLES.  No.  We  are  looking  for  you  and  Senator  Bump- 
ers to  be  principal  co-sponsors  so  we  have  broad  bipartisan  support. 
We  will  introduce  it  pretty  quick  but  we  are  looking  for  additional 
co-sponsors. 

Senator  Wellstone.  Well,  I  would  love  for  there  to  be  broad  bi- 
partisan support. 

Let  me  ask  you  this.  I  guess  this  comes  before  the  broad  biparti- 
san support.  Is  this  the  same  bill  as  the  Christensen  bill  that 

Senator  Nickles.  That  is  correct. 

Senator  Wellstone.  Well,  now 

Senator  Nickles.  Which  incidentally  I  mention,  I  believe  has  bi- 
partisan support  in  the  House  and  130  co-sponsors. 

Senator  Wellstone.  I  think  the  issue,  and  this  is  kind  of  a  point 
I  am  making  in  the  abstract  because  I  have  not  had  a  chance  to 
study  this  as  carefully  as  I  want  to,  and  it  is,  by  the  way,  a  prob- 
lem I  want  to  work  on. 

One  of  the  criticisms  I  have  heard  of  the  Christensen  bill  is  that 
it  is  possible  to  define  independent  contractor  too  broadly.  I  think 
this  was  maybe  the  question  that  Senator  Bumpers  was  raising 
earlier.  Which,  of  course,  then  gets  into  the  whole  issue  of  collect- 
ing revenue.  Do  you  think  that  is  a  potential  problem?  And  is  that 
part  of  what  you  are  trying  to  balance  out  here? 

Senator  NlCKLES.  Right  now  there  is  a  lot  of  ambiguity.  I  think 
it  possibly  could  be,  although  I  will  tell  you  in  trying — I  guess  we 
all  look  at  these  things  from  a  personal  standpoint.  I  was  an  inde- 
pendent contractor  with  my  janitor  service.  I  also  employed  other 
people  as  independent  contractors.  Would  they  meet  all  this  test? 
I  think  I  had  a  couple  that  would.  I  also  had  some  that  probably 
would  not.  But  this  would,  at  least,  clarify  who  would  be. 

Right  now,  just  to  use  my  little  example,  if  you  have  a  janitor 
service  and  you  do  a  bunch  of  accounts  and  you  take  a  new  account 
and  you  hire  somebody  else  to  subcontract  it  and  they  are  an  inde- 
pendent contractor,  under  this  legislation  if  they  did  other  ac- 
counts, independently  and  so  on,  that  would  be  legitimate.  If  they 
were  doing  that  with  their  own  account  they  might  not  pass  this 
test. 

Senator  WellstOxNE.  I  thank  you. 

I  think  the  big  issue  here  is  the  balance  on  how  you  get  to  this 
definition.  I  mean  you  do  not  want  it  to  become  a  loophole.  You 
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have  said  that.  You  do  not  want  to  lose  payroll  taxes  that  you 
should  be  collecting,  but  on  the  other  hand  you  want  to  deal  with 
what  has  been  some  of  the  arbitrariness  and  all  the  rest.  I  think 
for  me  that  is  going  to  be  the  key  question. 

Thank  you. 

Thank  you,  Mr.  Chairman. 

Chairman  Bond.  Thank  you,  Senator  Wellstone. 

Senator  Nickles,  I  might  just  again  thank  you  for  being  here.  I 
would  just  say  that  on  the  compliance  side,  in  the  situation  that 
Senator  Bennett  expressed,  clearly  the  parents  would  not  be  taking 
the  services  as  a  business  deduction.  But  for  most  businesses  if 
they  are  hiring  employees  or  if  they  are  hiring  independent  con- 
tractors, in  order  for  them  to  deduct  the  fees  paid  to  independent 
contractors  or  the  wages  paid  to  employees,  is  it  fair,  as  a  general 
statement,  they  would  have  to  report  those  on  their  tax  returns? 

Senator  NiCKLES.  It  would  have  to  be  a  legitimate  business  ex- 
pense. 

Chairman  BOND.  Yes.  If  it  is  a  legitimate  business  expense 
but 

Senator  NiCKLES.  But  as  an  individual  you  could  have,  you  could 
hire  somebody  to  paint  your  house. 

Chairman  Bond.  Now,  that  is  not  a  business  expense.  But  if  you 
are  running  a  business  and  it  is  a  business  expense  it  does  not 
matter  whether  you  are  an  independent  contractor  or  you  hire  an 
employee,  you  still  have  to  show  that  information  on  your  tax  re- 
turn. 

Senator  NiCKLES.  And  they  are  both  100  percent  expensible.  You 
expense  100  percent  of  wages.  You  expense  100  percent  of  the  infi- 
nite contract  and  so  from  a  business  perspective  you  are  trying  to 
say,  which  is  better?  Really  it  goes  back  to,  does  the  independent 
contractor,  are  they  providing  the  goods  and  service,  is  that  of 
value?  Do  they  have  a  contract  with  you  to  do  that  work?  Are  they 
saying  I  will  paint  your  building  or  are  they  just  working  for  you 
as  a  painter? 

If  they  are  saying,  yes,  I  will  paint  your  building;  I  will  do  it  for 
$1,000  and  then  go  on  and  paint  Senator  Bumper's  house  or  some- 
body else's  house  then  they  certainly  would  qualify  as  an  independ- 
ent contractor.  If  you  hired  them  and  said,  I  want  you  to  paint,  you 
work  for  me.  And  you  are  controlling  them,  you  might  say,  under 
that  old  definition,  they  would  still  be  an  employee. 

Under  our  definition,  see,  you  would  have  to  have  multiple  con- 
tracts. You  would  have  to  have  a  contract  with  them  for  those 
goods  and  services,  or  they  would  have  to  advertise.  They  would  ac- 
tually have  to  be  an  independent  contractor. 

Senator  Bennett.  I  would  like  to  add  that  under  the  old  defini- 
tion someone  could,  in  fact,  be  a  house  painter  with  no  company 
and  paint  your  house  for  $1,000.  Well,  as  long  as  he  paints  Senator 
Nickles'  house  he  is  Senator  Nickles'  employee,  and  Senator  Nick- 
les has  to  fill  out  the  forms  and  deduct  the  wages.  Then  when  he 
paints  your  house,  he  is  your  employee,  and  you  have  to  fill  out  the 
forms  and  deduct  the  wages.  Because  in  theory,  this  painter  has  a 
series  of  employers,  he  is  not  defined  as  an  independent  contractor, 
but  an  employee.  This  arrangement  places  an  enormous  burden  on 
the  house  owner  who  decides  to  have  him  paint  his  house. 
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Senator  NiCKLES.  And  maybe  a  real  restriction  on  the  individual. 
What  we  want  to  do  is  have  an  environment  that  encourages  peo- 
ple to  not  be  an  impediment.  You  do  not  want  an  impediment  to 
go  out  and  start  and  create  businesses.  I  still  think  the  fastest 
growth  area  in  the  economy  today  is  in  small  business  and  inde- 
pendent contracting.  I  mean  your  service  contractors,  this  is  where 
business  is  really  exploding. 

Chairman  Bond.  Yes.  Well,  thank  you  very  much,  Senator  Nick- 
les.  I  believe  the  points  that  have  been  raised  by  you,  by  Senator 
Bumpers,  Senator  Wellstone  and  others  is  how  do  we  assure  com- 
pliance with  IRS  regulations?  I  think  I  heard  the  figure  of  about 
85  percent  compliance.  And  perhaps  this  committee  ought  to  re- 
quest information  from  the  IRS  as  to  their  assessment  on  non- 
compliance statistics.  I  think  that  might  help  us  get  a  better  idea 
of  how  much  of  a  problem  it  is.  Because  I  agree  with  Peggy  Rich- 
ardson's statement  that  the  IRS  should  not  care  what  you  are  so 
long  as  the  income  is  reported  and  maybe  they  could  enlighten  us 
on  that. 

Thank  you  very  much. 

Now,  let  me  call  our  second  panel.  Mr.  Thomas  Shopa,  who  is  a 
CPA,  president  of  McBride,  Shopa  &  Company,  Wilmington,  Dela- 
ware; Mr.  Raymond  Peter  Kane,  Pisa  Brothers  Travel  Service,  New 
York,  New  York;  and  Mr.  Paul  A.  Hense,  president,  CPA,  PC, 
Grand  Rapids,  Michigan,  the  implementation  chair,  SBA  Region, 
White  House  Conference  on  Small  Business,  Taxation  and  he  is  a 
member  of  the  board  of  the  Small  Business  Association  of  Michi- 
gan. 

And  we  thank  you.  Senator  Bumpers  and  I  might  say  that  we 
are  delighted  to  have  these  witnesses  before  us  today  to  talk  about 
the  tax  issues  that  are  important  to  Small  Business.  We  have  re- 
gional chairs  for  taxation  issues  from  the  White  House  Conference 
on  Small  Business.  These  delegates  have  taken  on  a  continuing  re- 
sponsibility to  help  Congress  implement  the  conference  rec- 
ommendations. 

Frankly,  they  are  trying  to  hold  our  feet  to  the  fire,  I  think,  is 
a  nicer  way  of  putting  it.  But  we,  in  this  Committee,  intend  to  con- 
tinue to  devote  substantial  time  and  energy  to  highlight  the  rec- 
ommendations from  the  conference  and  to  see  if  we  cannot  get  our 
colleagues  in  Congress  to  deal  with  those  issues. 

So,  with  that,  it  is  a  pleasure  to  welcome  you. 

Mr.  Shopa,  if  you  will  begin,  please. 

THOMAS  JOHN  SHOPA,  CPA,  PRESIDENT,  McBRIDE,  SHOPA  & 
COMPANY,  WILMINGTON,  DELAWARE 

Mr.  Shopa.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  my  name  is  Thomas  Shopa  and  I  am  President 
of  McBride,  Shopa  &  Company,  a  certified  public  accounting  and 
business  consulting  firm  in  Wilmington,  Delaware.  I  have  been 
closely  associated  with  the  business  community  in  my  State  for  the 
past  20  years.  I  have  also  been  fortunate  enough  to  serve  as  the 
Delaware  delegate  to  the  White  House  Conference  on  Small  Busi- 
ness in  1986  and  again  this  past  year. 

My  perspective  on  the  issue  of  independent  contractors  status  is 
clearly  one  of  advocacy  for  the  small  businessman.  He  who  strug- 
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gles  with  doing  the  right  thing,  earning  a  profit  in  a  very  competi- 
tive environment  and  after  all  of  that,  would  like  to  sleep  at  night. 
With  the  current  tax  structure  of  the  subjective  20-factor  test,  to- 
day's businessman  cannot  sleep  at  night.  I  believe  there  needs  to 
be  simple  and  objective  standards  to  measure  independent  contrac- 
tor status  and  also  a  provision  to  provide  for  a  safe  harbor  which 
will  allow  businessmen  to  rest  with  their  decisions. 

Without  going  into  detail,  the  Internal  Revenue  Service  has  had 
the  benefit  of  using  20/20  hindsight  when  they  apply  the  regula- 
tions. The  Service  can  audit  a  client  for  the  past  two  or  three  years, 
assess  payroll  taxes,  assess  income  taxes,  assess  penalties  and  in- 
terest on  a  businessman  who  may  not  have  much  success  in  plead- 
ing his  case,  especially  when  the  case  falls  in  this  very  large  gray 
area  surrounded  by  20  subjective  factors.  Furthermore  to  defend 
himself,  the  businessperson  would  have  to  take  a  significant 
amount  of  time  from  his  business,  possibly  over  a  2-  or  3-year  pe- 
riod in  duration,  to  defend  his  position.  He  would  have  to  research 
records,  locate  individuals  who  possibly  are  no  longer  providing 
these  service,  and  incur  significant  professional  fees  to  help  struc- 
ture his  defense. 

Another  issue  is  the  loss  of  a  competitive  advantage  because  of 
an  unlevel  playing  field.  For  example,  the  20-factor  test  is  so  sub- 
jective that  one  businessman  who  treats  individuals  as  employees 
found  himself  at  a  significant  disadvantage  to  his  competition  who 
aggressively  treated  individuals  as  subcontractors.  In  this  case,  the 
two  businessmen  were  not  on  a  level  playing  field.  One  had  a  sig- 
nificantly higher  amount  of  labor  costs  associated  with  employees 
compared  to  the  others  whose  overhead  costs  were  much  less. 
Many  businesses  have  lost  this  competitive  advantage  by  comply- 
ing in  a  subjective  area  of  the  law. 

As  a  certified  public  accountant  and  business  consultant  I  have 
two  perspectives  on  this  issue.  First,  I  am  asked  to  advise  clients 
on  complying  with  the  tax  aspects  in  this  area.  I  find  that  clients 
are  extremely  anxious  as  to  the  uncertainty  of  hiring  an  individual 
as  a  independent  contractor.  The  business  community  wants  some 
security  that  they  are  not  going  to  run  into  problems  with  the  In- 
ternal Revenue  Service  two,  three,  four  years  down  the  road. 

Second,  I  spend  much  time  representing  clients  through  the 
audit  and  appeals  process,  unfortunately  without  meaningful  suc- 
cess. The  Internal  Revenue  Service's  appellate  conferees  are  very 
experienced  with  this  issue  and  right  up  front,  they  will  advise  you 
that  the  business  will  lose  the  case.  I  feel  as  though  I  have  been 
in  the  trenches  from  the  beginning  to  the  end,  and  fear  there  is  no 
hope  under  the  current  regulations. 

I  propose  the  following  recommendations.  Number  one,  regula- 
tions must  be  rewritten  which  change  the  presumption  that  an  in- 
dividual is  deemed  to  be  an  employee  unless  the  business  can  dem- 
onstrate that  that  individual  is,  in  fact,  and  independent  contrac- 
tor. Clarify  independent  contractor  status  by  replacing  current 
tests  v/ith  simple,  quantifiable  guidelines. 

No.  2,  establish  a  safe  harbor  provision  to  protect  businesses 
from  the  retroactive  assessment  of  the  tax,  penalty  and  interest. 
Safe  harbor  provisions  should  require  compliance  with  the  follow- 
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ing:  (A),  a  written  contract;  (B),  the  filing  of  1099  forms;  and  (C), 
withholding  a  5  percent  income  tax  on  payment  for  services. 

I  would  be  most  happy  to  expand  on  specific  ideas  on  the  defini- 
tions of  the  independent  contractor  as  well  as  the  merits  of  the 
mandatory  1099  filings  and  the  5  percent  tax  withholdings. 

I  thank  you  for  the  opportunity  to  address  you  and  look  forward 
to  answering  any  questions  you  may  have  for  me. 

Chairman  Bond.  Thank  you  very  much,  Mr.  Shopa. 

Mr.  Kane. 

STATEMENT  OF  RAYMOND  PETER  KANE,  PRESIDENT,  PISA 
BROTHERS  TRAVEL  SERVICE,  NEW  YORK,  NEW  YORK 

Mr.  Kane.  Thank  you,  Mr.  Chairman. 

I  am  the  travel  agent  who  was  on  the  nightly  news  that  Senator 
Nickles  mentioned.  Mr.  Chairman,  it  is  an  honor  and  a  privilege 
for  me  to  appear  before  the  Senate  Small  Business  Committee 
today  on  Tax  Issues  Impacting  Small  Business.  I  am  pleased  to 
have  the  opportunity  to  comment  on  the  independent  contractor 
issue,  for  it  is  an  issue  that  needs  congressional  resolution.  The  leg- 
islation which  Senator  Nickles  has  addressed  would  have  a  positive 
impact  on  the  thousands  of  travel  agency  owners  across  this  coun- 
try. 

My  name  is  Raymond  Kane.  The  name  of  my  travel  agency  is 
Pisa  Brothers  Travel  Service,  which  is  located  in  New  York  City 
and  was  founded  in  1924.  I  have  owned  and  managed  the  agency 
since  1962. 

I  also  come  before  the  Committee  today  as  a  longstanding  mem- 
ber of  the  American  Society  of  Travel  Agents  known  as  ASTA. 
ASTA  is  the  world's  largest  and  most  influential  travel  and  trade 
association  with  over  25,000  members  in  136  countries.  Our  mem- 
bers in  the  United  States  represent  some  12,300  travel  agency  loca- 
tions. Sixty  percent  of  the  agencies  are  owned  by  women  (many  of 
these  women  started  as  independent  contractors  which  enabled 
them  to  have  their  own  businesses  and  accumulate  the  capital  nec- 
essary to  own  an  appointed  travel  agency)  and  85  percent  of  the 
employees  are  women.  And  82  percent  of  our  members  employ 
fewer  than  10  people. 

A  majority  of  the  travel  agencies  in  the  United  States  utilize  the 
services  of  independent  contractors.  Over  the  years,  agents  have  re- 
ceived mixed  decisions  from  Federal  and  State  tax  auditors  as  to 
the  status  of  their  independent  contractors.  Since  we  are  clearly 
small  business  men  and  women,  we  have  had  little  or  no  recourse 
to  challenge  these  audits. 

In  the  1970s,  in  accordance  with  a  widespread  industry  practice, 
Pisa  Brothers  began  renting  space  to  independent  contractors  in 
exchange  for  a  percentage  of  the  commissions  that  they  earned 
from  the  travel  bookings  of  their  clients,  not  Pisa  Brothers'  clients. 
This  enabled  these  entrepreneurs  to  set  themselves  up  in  business 
without  a  large  capital  investment  and  enhanced  the  earnings  of 
my  travel  agency. 

During  all  of  this  time,  we  have  scrupulously  issued  1099s,  re- 
porting all  income  of  the  independent  contractors  to  the  Internal 
Revenue  Service  and  have  abided  by  every  one  of  the  20  guidelines 
that  the  IRS  issued.  In  August  1991,  I  received  a  notice  from  the 
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IRS  that  they  wanted  to  conduct  an  audit  for  the  fiscal  year  1989. 
This  audit  took  place  over  a  period  of  several  months  and  resulted 
in  a  finding  on  February  18,  1992,  of  no  change  which,  as  you 
know,  means  that  the  auditor  found  nothing  wrong. 

During  the  6  months  that  the  IRS  auditor  was  in  my  office,  the 
contracts  between  my  agency  and  the  independent  contractors  were 
carefully  scrutinized  and  found  to  be  in  compliance  with  the  IRS 
regulations  regarding  independent  contractors  as  indicated  by  the 
no  change  finding.  Two  years  later,  with  no  change  in  the  IRS 
rules  and  no  change  in  my  contracts  with  the  same  independent 
contractors,  the  IRS  had  decided  that  these  same  independent  con- 
tractors were  really  not  independent  contractors  all  along,  but  were 
always  employees.  For  the  years  1992,  1993  and  1994  the  IRS  is 
demanding  $274,000  in  penalties. 

Well,  how  can  you  defend  yourself  against  actions  like  this  when 
the  findings  of  the  IRS  on  such  an  important  matter  can  vary  from 
individual  IRS  agent  to  individual  IRS  agent? 

In  my  industry,  independent  contractors  are  the  most  productive 
people.  They  are  typical  of  small  business  people  who  will  go  to  any 
lengths  to  satisfy  their  customers,  to  build  their  following  because 
this  is  their  livelihood.  Actually  the  IRS  probably  collects  more  tax 
revenue  due  to  the  existence  of  these  private  contractors  than  if  the 
same  people  were  regular  employees  doing  a  routine  job  without 
the  incentives  that  come  from  private  ownership  of  their  own  busi- 
nesses. 

There  is  also  a  moral  question  here.  These  people  have  the  right 
to  be  independent  contractors.  The  IRS  wants  to  deny  them  this 
right  not  because  they  are  not  paying  their  taxes,  but  because  it 
is  easier  for  the  IRS  to  monitor  their  payments  as  employees.  If  the 
IRS  has  a  compliance  problem  collecting  taxes  from  independent 
contractors  it  should  deal  with  this  problem  on  its  own  merits  and 
not  try  to  change  it  to  a  classification  problem  in  order  to  deny 
these  people  their  rights  to  be  entrepreneurs  simply  for  the  conven- 
ience of  the  Internal  Revenue  Service. 

In  light  of  the  recent  actions  taken  by  the  major  air  carriers  to 
cap  travel  agent  commissions,  this  effort  to  simplify  the  definition 
of  independent  contractors  will  be  vital  to  us  as  more  and  more 
travel  agency  owners  look  toward  independent  contractors  to  de- 
velop additional  sources  of  revenue. 

In  conclusion,  I  hope  you  will  support  Senator  Nickles'  independ- 
ent contractor  provisions  which  are  similar  to  those  outlined  in 
H.R.  1972.  For,  in  my  opinion,  H.R.  1972  is  drafted  in  such  a  way 
as  to  provide  the  best  protection  for  independent  contractors.  It 
clearly  states  the  criteria  that  must  be  met  to  be  classified  as  an 
independent  contractor.  This  is  so  important  if  we  are  to  remove 
the  current  confusion  in  the  market  place. 

Thank  you  and  I  will  be  delighted  to  answer  any  questions  that 
you  or  the  Committee  members  may  have  at  this  time. 

Chairman  BOND.  Thank  you  very  much,  Mr.  Kane. 

Mr.  Hense. 
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STATEMENT  OF  PAUL  A.  HENSE,  CPA,  PRESIDENT,  PAUL  A, 
HENSE,  CPA,  PC,  GRAND  RAPIDS,  MICHIGAN,  IMPLEMENTA- 
TION CHAIR,  CHICAGO  SBA  REGION,  WHITE  HOUSE  CON- 
FERENCE ON  SMALL  BUSINESS  TAXATION,  AND  MEMBER  OF 
THE  BOARD,  SMALL  BUSINESS  ASSOCIATION  OF  MICHIGAN 

Mr.  Hense.  My  name  is  Paul  Hense.  I  am  a  CPA  from  Grand 
Rapids,  Michigan,  and  I  am  delighted  to  be  here.  What  an  oppor- 
tunity to  come  to  what  I  perceive  as  our  tormentor  to  tell  you  our 
side  of  the  story. 

As  an  elected  delegate  to  the  White  House  Conference  on  Small 
Business  this  past  summer,  I  am  going  to  kind  of  stick  to  their  top 
issues  because  I  feel  that  that  was  what  they  asked  me  to  do  was 
to  come  here  and  expound  on  these  things. 

The  independent  contractor  issue,  Government,  as  it  exists  today, 
seems  to  basically,  its  primary  purpose  being  to  take  money  from 
these  people  and  give  it  to  these  people  and  there  has  been  more 
money  going  over  here,  than  they  had  to  get  from  over  here.  And 
basically  where  all  these  problems  come  from  is  the  need  to  get 
more  money  over  here  to  take  it  over  here. 

The  independent  contractor  issue  is  more  complicated  than  it 
sounds  because  the  reason  IRS  does  things  is  to  get  money.  The  ha- 
tred my  clients  and  people  express  toward  the  IRS  is  misplaced.  If 
an  agent  is  sent  to  do  something  it  is  the  person  who  sends  that 
agent  to  do  it  who  is  responsible.  Congress  sends  these  people  to 
do  what  they  do.  I  find  when  I  hear  Congressmen  and  Senators 
saying  how  much  they  dislike  the  IRS  that  is  like  my  saying  after 
my  dog  has  mauled  your  child,  I  hated  that  damn  dog  anyway. 

I  am  saying  that  the  responsibility  is  the  animal's.  It  is  not.  That 
is  the  way  it  is.  IRS  is  the  way  it  is  because  it  is  doing  what  it 
was  sent  to  do. 

Why  do  they  go  after  the  independent  contractor  issue?  Part  of 
it  is  to  get  the  money  from  the  employer  but  what  is  the  employer's 
motivation  to  not  want  these  people  as  employees?  It  is  the  W-2s, 
940s,  941s,  the  pension  rules,  ADA,  all  the  things  you  run  into  if 
you  have  employees.  So  what  do  I  tell  my  clients?  If  you  can  avoid 
it,  do  not  have  employees. 

It  is  more  hassle  than  it  is  worth  and  once  you  have  one  it  is 
more  difficult  to  get  rid  of  than  a  child  or  get  out  of  a  marriage. 
Once  you  got  them  it  is  real  hard  to  get  rid  of  them  because  of  all 
the  rules  and  regulations  that  come  down  upon  you. 

Also  the  reason  why  the  subcontract  person  wants  to  be  sub- 
contract is  because  they  then  can  deduct  expenses  they  cannot  de- 
duct as  an  employee,  such  as  driving  to  the  job,  such  as  having 
their  own  pension  plan  if  they  are  employer  does  not  provide  it. 
There  are  a  lot  of  benefits  to  the  person  who  wants  to  be  a  sub- 
contractor. 

There  is  also  another  issue.  I  have  a  client  who  came  to  me  be- 
cause he  told  a  subcontractor  he  was  going  to  get  a  1099  and  the 
subcontractor  said,  you  do  that,  you  turn  in  that  1099  and  I  am 
going  to  hang  you  with  the  IRS.  The  contractor  gave  him  the  1099 
and  he  is  now  fighting  the  subcontract  issue.  He  was  turned  in  to. 
the  Grand  Rapids  Office  of  the  IRS  and  I  am  now  dealing  with  Cin- 
cinnati and  it  is  a  mess. 
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There  are  certain  basic  fundamental  things  that  have  been 
changed  in  the  tax  law  simply  to  get  more  money.  Do  not  raise  the 
rate,  that  is  going  to  make  the  public  all  upset.  So,  take  away  the 
deductibility  of  meals.  I  have  lunch  with  people  probably  four  out 
of  five  days  a  week  not  because  I  am  that  fond  of  them  but  because 
I  would  much  rather  have  lunch  and  read  the  paper,  it  is  a  time 
to  do  business.  It  is  a  part  of  advertising  really.  You  buy  someone's 
lunch  and  you  talk  about  business  with  them. 

Health  care  reform.  The  non-deductibility  of  health  insurance. 
This  is  an  issue  on  a  moral  basis.  Any  large  business  employee  or 
any  Government  employee  expects  it  as  their  right  to  have  health 
care.  A  small  business  owner  not  only  does  not  have  health  care, 
he  cannot  even  deduct  the  cost  of  his  health  insurance.  Why  does 
the  Government  need  his  money?  Because  they  are  so  generous 
with  the  people  they  employ  through  the  military  and  through  the 
hundred  and  one  different  ways  that  the  Government  employs  peo- 
ple. 

The  need  for  revenue  is  what  causes  Congress  to  send  their  en- 
forcement people  out,  the  Internal  Revenue  Ser\dce,  to  get  more 
money  out  of  those  of  us  who  are  out  there.  The  unfairness  of  the 
pensions  for  small  business  people.  It  is  such  a  simple  thing.  Gov- 
ernment needs  the  money,  therefore,  you  pass  laws  that  make  it 
more  difficult  for  deductions,  make  it  more  difficult  to  pay  your  fair 
share.  You  have  to  pay  more  than  your  fair  share.  AJnd  the  inde- 
pendent contractors  and  the  gentleman  here  with  the  travel  agen- 
cy, I  feel  so  sorry  for  him. 

They  are  not  out  after  taxes,  they  are  after  penalties.  Penalties 
are  another  form  of  revenue  that  IRS  has  discovered.  There  are  no 
taxes  that  he  owes.  There  are  a  couple  of  hundred  thousand  dollars 
of  penalties.  What  are  they  after?  They  are  not  after  fairness.  They 
are  not  after  the  American  way.  They  are  after  the  $200,000  be- 
cause Government  needs  the  money. 

So  these  are  the  issues  that  we  do  intend  to  hold  your  feet  to  the 
fire  on.  And  this,  by  the  way,  the  grandstanding  over  shall  we  have 
a  national  sales  tax  or  should  we  have  a  flat  tax,  or  waving  the 
post  card,  that  is  all  grandstanding.  There  is  nothing  wrong  with 
the  income  tax.  This  is  the  income  tax.  This  is  the  whole  income 
tax  code,  everything,  of  1926.  That  is  it.  How  did  it  get  the  way 
it  got?  We  need  more  money,  we  need  more  money,  we  need  more 
money,  so  we  adjust  that,  move  this,  change  the  depreciation  rate, 
make  this  not  deductible,  make  that  deductible.  And  then  gentle- 
men like  this  man  and  I  make  more  money  for  now. 

But  eventually  the  economy  will  collapse  under  this.  And  then 
we,  along  with  everybody,  will  sit  down  and  play  not  because  the 
tax  law  was  changed,  but  because  there  will  not  be  anything  to  do. 

Thank  you. 

[The  prepared  statement  of  Mr.  Hense  follows:] 
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Mr.  Paul  A.  Hense,  CPA,  President 

Paul  A.  Hense,  CPA  PC,  Grand  Rapids,  Michigan 

Implementation  Chair,  Chicago  SBA  Region,  White  House  Conference  on 

Small  Business  Taxation 

and 

Member  of  the  Board,  Small  Business  Association  of  Michigan 


I  am  a  practicing  Certified  Public  Accountant  specializing  in  small  business  for  the  last 
twenty-four  years.  I  was  elected  as  a  delegate  to  the  1986  and  1995  White  House  Conference  on 
Small  Business.  1  was  elected  as  a  tax  chair  for  the  implementation  group  following  up  on 
conference  recommendations.  I  am  qualified  in  both  education  and  experience  to  speak  on  the 
matters  before  us.  My  peers  have  elected  me  to  follow  up  on  these  issues. 

It  is  very  difficult  to  put  into  a  short  presentation  what  eighteen-hundred  small  business 
owners  took  three  and  a  half  days  examining.  Taxation  affects  the  birth,  growth  and  death  of  a 
business.  In  some  cases  it  causes  the  premature  death  of  the  business. 

At  the  earliest  stages  a  business  is  faced  with  self-employment  tax.  To  pay  in  excess  of 
15%  of  your  earnings  is  very  nearly  impossible  for  a  new  business.  Consider  a  young  couple  with 
children  making  $20,000.  Where  are  they  going  to  get  the  $3,000  to  pay  their  taxes. 

Consider  the  new  business  owner  who  discovers  that  their  health  insurance  is  not 
deductible.  What  is  considered  an  absolute  right  by  all  government  employees  is  not  even 
deductible  to  self-employed  people. 

We  constantly  tell  our  clients  to  avoid  hiring  people  if  they  can.  The  amount  of  paperwork, 
taxes,  regulation  and  liability  associated  with  having  employees  makes  having  a  child  paJe  in 
comparison.  You  can  get  out  of  a  marriage  easier  than  you  can  get  out  of  an  employment 
relationship.  Because  of  government's  need  to  control  individuals'  activities  the  simple  act  of 
having  someone  perform  a  service  for  you  under  contract  causes  government  intervention.  The 
contract  labor  agreement  is  often  the  best  arrangement  for  both  parties.  What  the  two  of  you  agree 
to  is  invalidated  by  government  interference  with  devastating  penalties  for  the  business  owner. 

All  large  business  and  government  employees  expect  a  substantial  pension.  Small  business 
owners  are  severely  limited  in  the  amount  and  method  of  pension  funding.  Because  of  complex 
rules  and  onerous  penalties,  small  businesses  often  don't  have  pensions.  Consider  this:  An  owner 
in  his  mid-fifties  needs  a  pension  plan.  An  employee  in  their  early  thirties  needs  health  care. 
Because  of  government  regulation  requiring  the  owner  to  do  for  his  employees  anything  he  does 
for  himself,  he  simply  cannot  meet  both  their  needs.  Because  of  the  extreme  cost,  the  owner  often 
meets  neither. 

The  largest  asset  most  small  business  owners  have  is  their  business.  Due  to  the  high  rate 
of  taxation  many  small  business  owners  cannot  sell  their  business.  They  are  forced  to  continue 
working.  The  effect  is  to  deny  some  younger  person  an  opportunity.  Estate  taxes  have  a  similar 
effect.  Business  owners  act  irrationally,  in  an  economic  sense,  to  avoid  having  their  hard-earned 
assets  confiscated  by  the  Federal  government. 

The  complexity  of  the  tax  law  is  caused  in  a  large  part  by  government's  need  to  increase 
revenue  without  having  an  official  tax  increase.  Lengthening  the  life  of  assets,  denying  certain 
deductions,  making  pensions  more  difficult,  etc.  all  increase  revenue.  They  are  viewed  as  fairness 
issues  by  some  legislatures  but  the  effect  is  to  complicate  the  system  and  raise  revenue. 
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A  client  of  mine,  will  in  1995,  make  a  profit  for  the  first  time  in  his  business.  Because  his 
wife  is  employed,  he  will  immediately  pay  28%  income  tax,  15%  self-employment  tax,  for  a  total 
to  the  I.R.S.  of  43%.  Add  Michigan's  4.2%  income  tax  and  6%  sales  tax,  etc.,  and  government 
will  take  50%  of  his  hard-earned  income. 

To  solve  this  situation  is  simple.  Take  a  group  of  C.P.  A.s  and  have  them  simplify  the  tax 
law.  We  know  how  to  do  it.  Real  people  in  the  real  world  know  how  to  solve  these  problems. 

All  of  the  hatred  directed  at  the  I.R.S.  is  misdirected.  They  are  simply  people  sent  to  do  a 
job  by  their  employer.  Congress  is  the  boss.  It  is  universally  recognized  today  that  you  are 
responsible  for  the  acts  of  those  you  have  control  over.  Call  off  your  pitbull. 
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Chairman  Bond.  Mr.  Hense,  thank  you  very  much  for  a  spirited 
discussion  of  the  way  that  we  pass  tax  laws. 

Let  me  turn  back  to  Mr.  Shopa  and  ask,  you  suggested  some  sim- 
ple quantifiable  guidelines  for  an  independent  contractor.  If  you 
had  to  state  just  a  few  things  that  you,  based  on  your  professional 
expertise,  what  would  you  say  is  the  simplest  way  that  you  could 
define  when  somebody,  using  common  sense — not  the  existing  laws 
or  regulations,  because  there  is  usually  ver>'  little  connection,  but 
using  common  sense — what  would  you  say  ought  to  be  the  test? 

Mr.  Shopa.  If  it  is  agreed  that  the  20-point  factors  are  overreach- 
ing and  really  confusing  because  they  are  so  subjective,  number 
one,  I  would  limit  the  number  of  factors  to  only  a  few  and  probably 
most  importantly,  I  would  deal  with  the  risk/reward  concept  of 
profit  versus  loss.  If  an  individual  has  some  benefit  of  making  more 
money,  more  profit,  or  assumes  a  risk  of  losing  some  money,  I 
think  they  are  in  a  business,  an  independent  contractor  as  opposed 
to  an  employee.  So,  the  profit/loss  motive  would  be  very  important 
to  me  in  defining  an  independent  contractor. 

Second,  I  think  that  the  investment  notion  is  critical.  I  am  not 
just  talking  about  capital  being  invested  in  one's  business,  but  in 
addition  the  education,  and  training  of  oneself  and  one's  crew.  If 
there  is  an  investment  of  time,  education,  training  along  with  cap- 
ital there  exists  a  business  and  not  an  employee. 

And  lastly,  some  sort  of  lack  of  ongoing  relationship,  I  think  the 
relationship  needs  to  be  looked  at.  And  if,  in  the  absence  of  the 
first  two,  there  is  a  long-standing  relationship  with  someone,  it  ap- 
pears as  though  there  is  more  control  and,  therefore,  the  lack  of  an 
independent  contractor  status.  So  that  I  would  have  something 
along  the  lines  of  a  test  of  an  existing  relationship  for  a  3-year  pe- 
riod out  of  5  years.  I  think  that  you  would  need  to  have  to  set 
standards,  and  you  need  to  review  them. 

Additonally,  all  of  this  needs  to  be  in  writing  a  contract.  There 
needs  to  be  some  sort  of  a  document  to  really  fully  explain  the  ar- 
rangement. And  I  do  not  think  it  needs  to  be  difficult.  I  think  it 
could  be  done  in  some  sort  of  a  form,  that,  as  the  circumstances 
present  themselves,  you  can  fill  out  or  check  the  box  and  make  it 
as  idiot-proof  as  possible. 

As  important  as  the  definition  is,  I  think  there  is  the  need  for 
a  safe  harbor,  and  that  is  what  essentially  I  spoke  to  in  my  com- 
ments. The  business  community  needs  to  feel  as  though  if  they 
make  a  decision,  and  if  they  abide  by  a  certain  set  of  standards, 
then  they  should  not  have  to  fear  that  they  are  going  to  be  taken 
to  task  by  the  IRS  on  a  retroactive  basis,  going  back  3  or  4  years. 

The  business  community  is  really  filled  with  entrepreneurs  and 
entrepreneurs  need  some  flexibility  but  they  also  need  to  know 
where  they  stand,  to  anchor  certain  thoughts  to  go  forward  with. 

Chairman  Bo\D.  So  simplicity  would  be  number  one.  It  has  to 
be  something  that  there  may  be  a  number  of  different  tests  but  it 
has  to  be  a  simple  test  that  is  readily  apparent  and  understand- 
able. 

Now,  I  gather  your  mandatory  1099  filing  and  Section  5  tax 
withholding  is  the  basis  on  which  you  would  base  a  safe  harbor. 
Would  you  say  that  anybody  who  issued  a  1099  and  withheld  5  per- 
cent would  have  a  safe  harbor  from  retroactive  imposition  of 
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Mr.  Shopa.  Yes,  along  with  some  sort  of  a  written  document,  a 
contract.  I  think  that  seems,  to  meet  this  IRS  need  of  collecting 
revenues,  collecting  taxes.  It  seems  to  touch  on  the  compliance  side. 
I  do  not  want  to  make  things  more  burdensome  for  the  small  busi- 
nessman, but  I  think  that  it  is  a  lot  easier  to  withhold  5  percent 
of  the  gross  paj^ments  rather  than  go  through  the  calculations  of 
payroll  taxes,  and  the  filings  of  the  941s  and  W-2s  and  everything 
else.  I  think  it  would  be  an  easier  method. 

And  certainly  a  lot  of  the  independent  contractor  situations  are 
for  personal  services.  So  I  think  that  giving  up  5  percent  toward 
your  income  tax  is  not  going  to  be  overwhelming  or  burdensome. 

I  am  sensitive  to  the  business  community  who  needs  the  cash 
flow.  Businesses  thrive  not  on  paper  profits,  but  on  real  dollars, 
cash  flow.  I  think  that  that  5  percent  should  not  be  any  higher.  I 
think  5  percent,  gets  people's  attention.  And 

Chairman  Bond.  That  is  placeholder,  essentially,  so  you  have 
something,  you  have  some  piece  of  the  action  being  transmitted  to 
the  IRS. 

Mr.  Shopa.  And  the  compliance  would  not  be  that  difficult. 

Chairman  Bond.  I  gather  you  heard  Senator  Bennett's  discus- 
sion. Would  you  say  that  now  that  obviously  would  be  a  lot  easier 
for  an  elderly  couple  than  the  system  that  Senator  Bennett  de- 
scribed. I  would  imagine  there  would  be  many  elderly  couples  who, 
if  they  hired  an  independent  contractor  to  provide  nursing  services 
or  to  provide  housecleaning  services,  who  served  them  and  others, 
they  could  write  out  a  check  and  figure  5  percent  and  remit  that. 
It  is  still  a  burden,  but  it  is  nothing  like  the  burden  of  filing  all 
the  withholding  forms  and  all  of  the  different  taxes. 

Mr.  Shopa.  It  is  interesting  to  note  that  Senator  Bennett  said 
that  he  chose  to  go  the  more  difficult  route  because  he  just  did  not 
want  to  have  to  deal  with  the  problem  later  on. 

Chairman  Bond.  Well,  that  was  a  political  problem. 

Mr.  Shopa.  Well 

Chairman  Bond.  These  days  if  he  or  I  make  the  wrong  decision 
we  are  dead  meat. 

Mr.  Shopa.  I  agree  with  that. 

Chairman  Bond.  Yes. 

Mr.  Shopa.  But  on  the  other  hand  a  businessman  is  going  to 
want  to  have  that  same  feeling  of  security  in  knowing  that  there 
is  no  look-back,  there  is  no  roll-back  that  he  is  going  to  have  to 
deal  with  later  on. 

Chairman  Bond.  Do  you  have  a  minimal  amount?  If  I  had  a 
plumber  who  comes  to  fix  the  plumbing  in  my  house  one  day,  do 
I  have  to  withhold  5  percent? 

Mr.  Shopa.  Well,  you  know,  currently  there  is  a  $600  de  minimis 
rule  and  anvthing  under  $600  for  contract  work  does  not  require 
a  1099  form.' 

I  think  there  needs  to  be  some  level.  Maybe  a  little  higher  than 
$600.  Maybe  it  should  be  $1,000  or  maybe  $2,000.  I  think  that  once 
you  go  over  that  limit,  withholding  5  percent  no  longer  becomes  on- 
erous, and  it  would  not  cause  a  lot  of  unnecessary  paperwork  and 
worrying.  You  start  to  realize  real  tax  dollars  and  those  are  the 
people  who  you  really  want  to  get  to  file  their  tax  returns. 
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So  I  think  if  I  were  the  independent  contractor  and  someone  had 
withheld  5  percent  on  payment  of  services  to  me,  I  will  be  sure  to 
file  my  income  tax  return  and  claim  that  amount  as  withholdings. 
I  think  the  compliance  levels  across  the  board  starts  to  increase, 
because  taxes  have  already  been  paid  in. 

Chairman  Bond.  Mr.  Kane,  earlier  I  read  the  statement  by  the 
Commissioner  of  Internal  Revenue  Service  saying  that  the  IRS 
does  not  care  if  someone  is  an  employee  or  an  independent  contrac- 
tor as  long  as  they  properly  report  their  income. 

You  did  say  that  you  filed  1099s  on  all  these  people  who  were 
subsequently  challenged  as  being  employees? 

Mr.  Kane.  They  have  not  challenged  those  people.  The  IRS  has 
never,  never  even  indicated  that  anybody  did  not  pay  any  taxes. 

Chairman  BOND.  So  did  they  seek  from  you  the  full  amount  of 
taxes  that  should  have  been  withheld?  Or  did  they  merely  assess 
penalties  for  failing  to 

Mr.  Kane.  The  formula  includes  FICA,  employer  side  of  FICA 
and  a  percentage  formula  of  the  income  tax  which  the  CPA  is  prob- 
ably more  familiar  with  the  formula  than  I  am. 

But  I  think  it  is  important  to  note  that  at  no  point  in  this  pro- 
ceeding has  the  IRS  said  that  anybody  did  not  pay  their  taxes.  My 
independent  contractors  and  I  have  been  friends  for  years.  They 
could  produce  their  tax  returns. 

The  IRS  is  not  stating  that  anyone  did  not  pay  taxes.  What  they 
are  stating  is  it  is,  a  gotcha.  We  gotcha  because  we  got  these  20 
rules  and  we  can  interpret  them  our  way  and  now  we  have  a  classi- 
fication issue.  They  have  said  nothing  about  compliance.  They  are 
talking  strictly  about  classification. 

And  that  is  the  immoral  side  of  it.  And  I  take  a  little  bit  of  dif- 
ference with  my  colleague  here  when  he  is  talking  about  Congress 
sending  the  IRS  to  run  it.  I  can  tell  you  in  a  very  straightforward 
way,  the  auditor/agent  who  did  the  compliance  check  on  my  com- 
pany and  our  other  companies  whose  owner  I  know  is  not  an  hon- 
est person. 

And  I  state  that  unequivocally  here.  Because  I  could  lay  out  the 
narrative  return,  the  rebuttal  to  our  claim  and  it,  in  no  way,  ad- 
justs it.  It  is  not  an  honest  difference  of  an  honest  person.  It  is  a 
man  who  came  with  an  agenda.  And  the  agenda  does  not  encom- 
pass in  any  way  looking  at  what  we  are  doing. 

One  specific  example  is  this.  There  is  a  man  who  runs  bridge 
seminars  around  the  country  for  bridge  players.  And  he  came  to  us 
and  he  said,  I  want  to  do  them  on  cruises.  So  we  said  let  us  do 
a  co-venture.  Tell  you  what  we  will  do,  we  are  the  agency,  we  will 
book  the  cruises,  we  have  the  expertise.  And  you  bring  the  bridge 
players  and  we  will  split  the  rewards. 

They  had  that  man  listed  as  my  employee.  I  mean  this  is  absurd. 
And  when  you  go  down  the  list,  they  have  the  per  diem  accountant 
that  I  used  for  a  couple  of  years.  And  the  man  worked  on  a  per 
diem.  He  ran  his  own  accounting  business  out  of  my  office  with  my 
permission  because  I  was  only  concerned  that  he  did  the  chores 
that  I  gave  him,  I  did  not  care.  He  could  have  whistled  Dixie  as 
long  as  they  were  done  at  the  end  of  the  day.  They  have  that  man 
down  as  an  employee  of  mine. 
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There  is  no  conscious  decision  here  to  say  this  is  correct  or  is  not. 
The  man  came  in  and  he  does  this  cursory  look  and  as  he  saj's,  you 
cannot  win  this,  these  people  are  all  employees. 

Here  is  what  I  want  from  you.  I  want  X-thousands  of  dollars.  If 
you  buck  me,  I  am  going  to  make  it  harder  on  you.  Right  now,  in 
New  York,  there  is  a  specific  agency  whose  name  I  could  mention 
with  their  permission,  two  little  old  ladies  run  it.  He  went  into 
them  and  he  compliance  checked  them  for  1992  and  1993.  And  he 
said  to  these  women,  look,  there  is  about  $60,000  here  we  have  got 
you  for,  you  give  us  $30,000  or  approximately  that  and  we  will  call 
this  whole  thing  off  and  you  convert  these  people  to  W-2s. 

And  if  you  do  not,  here  is  what  we  are  going  to  do  to  you.  We 
are  going  to  compliance  check  you  for  1994  and  then  we  are  going 
to  do  a  general  audit  and  you  will  not  be  able  to  stand  that.  The 
woman  is  hysterical.  She  told  her  lawyer,  pay  them  anything  they 
want. 

And  that  is  not  an  exception.  That  is  the  rule  and  you  can  ask 
these  men  that  is  how  they  come  to  people.  It  is  a  gotcha  game. 
They  are  Elliott  Ness  and  we  are  Al  Capone  and  that  is  the  way 
they  see  it.  There  is  no  monitoring  of  them.  There  is  no  punishing 
of  these  people.  They  get  away  with  this.  Nobody  compliance 
checks  them  to  see  that  they  are  obeying  the  law. 

As  a  congressman,  you  are  probably  aware,  when  Congress 
passed  the  530  safe  harbor  rule  it  is  clearly  indicated  in  the  intent 
of  Congress  that  if  there  is  any  gray  area,  any  doubt  at  all,  the 
benefit  of  the  doubt  is  to  be  given  to  the  taxpayer.  And  that  is  ex- 
actly the  reverse  of  what  the  IRS  is  practicing.  And  Commissioner 
Richardson  can  make  all  the  statements  she  wants.  But  either  she 
does  not  know  what  her  people  are  doing  in  the  field,  she  does  not 
care  or  for  whatever  reason  she  is  making  these  statements,  but 
these  statements  are  not  true. 

Chairman  BOND.  Well,  you  have  brought  up  another  thing  that 
we  have  heard  in  our  hearings  around  the  country,  it  is  not  only 
the  laws  and  the  regulations  and  the  implementation  of  those  laws, 
it  is  how  they  are  actually  applied. 

And  we  have  found  this  in  instance  after  instance.  We  are  work- 
ing with  a  concept,  the  Small  Business  and  the  Regulatory  Fair- 
ness Act  where  we  would  set  up,  and  use  the  Small  Business  Ad- 
ministration as  an  ombudsman  to  receive  reports  on  people  like 
this.  Because  if  an  agent  is  a  rogue  agent  who  is  treating  you  un- 
fairly the  chances  are  that  other  people  that  he  deals  with  are  hav- 
ing the  same  experience. 

Most  small  business  people  are  very  reluctant  to  complain  about 
the  person  that  examines  them.  You  go  to  the  guy's  superior  who 
is  giving  you  a  rough  time  for  no  good  reason,  you  can  bet  you  are 
going  to  get  it  doubled  the  next  time. 

But  by  setting  up  an  independent  screen  through  a  third  party 
where  you  can  collect  the  name  of  and  really  bring  to  the  attention 
from  a  third  party  the  names  of  examiners  or  agents  who  have 
caused  significant  difficulties.  We  think  this  is  one  way  to  begin  to 
get  a  handle  on  those  who  abuse  their  authority. 

Now,  I  would  say  obviously  I  think  that  I  would  agree  with  Mr. 
Hense  that  chiseling  on  deductions  and  cutting  it  down  to  80  per- 
cent and  phasing  out  all  of  these  tricks  that  have  been  put  in  are 
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designed  to  confuse  and  cover  the  impact.  We  need  to  raise  revenue 
to  run  the  Government  and  the  simpler  the  tax  system  is  the  better 
so  everybody  understands  it.  And  if  I  have  to  pay  my  share,  I  want 
to  make  sure  that  everybody  else  pays  their  share. 

I  think  we  have  a  responsibility  to  make  sure  that  there  is  an 
effective  mechanism  to  see  that  everybody  pays  their  fair  share. 
But  I  would  agree  that  number  one,  we  do  not  need  the  use  of  the 
tax  code  as  a  penalty  collector  on  a  gotcha  basis. 

I  think  it  is,  to  the  extent  that  we  make  it  complicated  by  taking, 
limiting  percentage  deductions  and  phasing  out  and  pulling  all  of 
those  kinds  of  tricks  to  avoid  people  knowing  that  you  are  really 
raising  the  effective  tax  rate  to  44  percent. 

Then  that  is  not  being  fair  and  honest;  I  had  to  vote  against  that 
particular  bill. 

But  Mr.  Hense,  you  mentioned  that  you  tell  your  clients  to  avoid 
hiring  people.  To  what  extent  is  that  based  on  the  income  tax  im- 
pact and  the  withholding  tax  impact  and  to  what  extent  is  it  based 
on  the  other  requirements,  unemployment  compensation,  there  are 
a  lot  of  things  that  go  along  with  that,  that  really  are  affected  by 
the  IRS  forcing  independent  contractors  or  people  in  questionable 
status  into  the  employee  situation? 

Mr.  Hense.  It  is  a  combination  of  the  whole  thing.  What  we  find 
people  doing  is  one  of  the  motivations  behind  automation,  behind 
having  fewer  employees  is  to  get  away  from  these  things  we  are 
talking  about.  The  fewer  employees  you  have  the  less  problems  you 
have  with  Government  regulation  and  a  particular  example  is,  say 
someone  is  a  distributor  of  some  sort  and  they  have  got  a  small 
business  and  the  only  person  there. 

Use  your  wife  to  do  work  or  use  your  kids  but  as  a  last  resort, 
because  when  you  hire  that  employee — and  I  am  glad  we  have  an- 
other CPA  here  because  I  do  not  think  he  will  disagree  with  me — 
when  you  hire  that  first  employee,  just  as  an  example,  a  simple  ex- 
ample. The  software  for  our  simple  accounting  package  is  $150. 
And  the  payroll  software  is  $250.  The  complexity  of  all  the  things 
that  that  software  has  to  do  to  keep  track  of  causes  a  certain  ex- 
pense. 

Our  fees,  my  accounting  fees  for  somebody  who  just  works  alone, 
are  probably  half  of  what  they  are  for  somebody  once  they  have 
employees.  And  then  once  you  have  employees  with  a  pension  plan, 
then  once  you  have  employees  with  any  other  kind  of  benefit  where 
you  get  into  the  5500  filings  which  that  is  another  horror  story  in 
penalties. 

So  what  it  is,  is  as  you  try  to  do  something  good  for  people  where 
you  say  you  can  do  this,  this  and  this  and  that  but  this  paperwork 
comes  with  it.  We  then  tell  people,  well  you  know,  you  would  really 
like  to  give  them  those  benefits,  you  would  like  to  have  employees 
but  when  you  get  that  employee  comes  all  of  this  burden. 

So  it  is  really  a  combination  of  paperwork,  taxes,  because  basi- 
cally one  of  the  things  is  there  are  some  taxes  you  pay  Federal  un- 
employment on  the  Federal  level.  There  are  State  taxes,  workmen's 
compensation,  that  you  pay  which  also  affect  the  decision.  But  you 
are  obviously  Federal  so  those  do  not  have  anything  to  do  with 
this.  But  the  Federal  unemployment,  I  believe,  is  one  tax  and  then 
half  the  Social  Security  that  the  employer  pays. 
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There  is  that  expense  that  is  taxation.  But  it  is,  I  would  say  if 
you  were  going  to  weigh  it  maybe  50/50  between  the  taxes  you 
have  to  pay  and  a  ton  of  additional  paperwork.  A  1099,  like  this 
gentleman  is  saying  with  the  5  percent  withholding,  beautiful. 
Take  the  5  percent 

Chairman  Bond.  You  like  that?  I  was  going  to  ask  you  if  you 
would 

Mr.  Hense.  Yes,  I  love  it. 

Chairman  Bond.  I  was  going  to  ask  you  if  you  would  take  that 
and  run? 

Mr.  Hen'SE.  Absolutely.  Because  what  it  does  is  it  basically — the 
way  the  IRS  stands  now,  I  feel,  is  there  is  no  such  thing  as  a  sub- 
contract person.  They  are  an  employee,  period. 

If  somebody  comes  in  and  does  something  for  you  we  are  going 
to  make  them  an  employee. 

Chairman  Bond.  One  other  thing  you  said,  I  agree  with  you,  it 
is  almost  immoral  to  have  self-employed  people  not  be  able  to  de- 
duct health  insurance  premiums  as  employees  do.  Everybody  ought 
to  be  on  the  same  footing. 

Based  on  your  experience  at  the  White  House  Conference  though, 
how  would  you  rank  in  terms  of  order,  they  may  be  different  mag- 
nitudes, but  how  would  you  rank  the  top  three  tax  changes  that 
are  most  important? 

Mr.  Hexse.  Actually  I  have  them  right  here  from  the  conference. 

Chairman  BOND.  Well,  would  you  please  share  those. 

Mr.  Hense.  Independent  contractor  was  the  number  one  issue. 
The  deductibility  of  meals  was  the  number  two  tax  issue.  And  the 
number  three  tax  issue  was  a  estate  taxes.  And  the  number  five 
tax  issue  would  be  the  100  percent  deductibility  of  health  care.  So 
that  was  how  the  conference  attendees  ranked  them. 

Chairman  Bond.  Well,  OK.  I  understand  that.  I  happen  to  think 
that  that  health  nondeductibility  or  the  limited  deductibility  for 
health  is  an  outrage,  not  that  the  others  are  not  bad. 

Well,  gentlemen,  this  has  been  a  very  interesting  discussion.  I 
thank  you  very  much  for  your  time.  I  am  hoping  that  is  not  a  vote 
because  w-e  have  another  panel  that  we  need  to  call.  I  very  much 
appreciate  your  submitting  your  testimony.  And  there  are  meetings 
going  on  all  over  the  hill  but  my  colleagues  on  the  committee  will 
enjoy  reading  and  hearing  about  your  testimony. 

Finally  we  would  like  to  call  the  third  panel.  Mr.  John  Galles, 
who  is  the  president  of  National  Small  Business  United  of  Wash- 
ington, D.C.;  Mr.  John  Satagaj,  president.  Small  Business  Legisla- 
tive Council,  Washington,  D.C.;  and  Mr.  Bennie  L.  Thayer,  presi- 
dent and  chief  executive  officer  of  the  National  Association  of  the 
Self-Employed,  Washington,  D.C. 

Welcome,  gentlemen  and  Mr.  Galles,  would  you  proceed,  please. 

STATEMENT  OF  JOHN  P.  GALLES,  PRESIDENT,  NATIONAL 
SMALL  BUSINESS  UNITED,  WASHINGTON,  D.C. 

Mr.  Galles.  Thank  you,  Mr.  Chairman. 

Good  afternoon,  I  am  John  Galles,  president  of  National  Small 
Business  United  and  I  welcome  the  chance  to  be  here  today  and 
to  comment  on  small  business  tax  policy.  I  am  going  to  leave  the 
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issue  of  independent  contractor  to  my  cohorts  and  I  would  simply 
endorse  all  of  their  remarks  and 

Chairman  Bond.  All  of  them? 

Mr.  Galles.  All  of  them. 

[Laughter.] 

Mr.  Galles.  You  have  got  the  three  musketeers  up  here.  Cer- 
tainly there  are  a  few  issues,  the  issues  that  you  brought  up  are 
important  issues  to  the  small  business  community.  The  current  tax 
system  impedes  small  business  growth  by  discouraging  long-term 
investment  through  high-capital  gains  taxes  and  by  hindering  job 
creation  with  an  over-reliance  on  payroll  taxes. 

This  twin  burden  hits  small  business  very  hard.  It  may  be  time 
for  Congress  to  fundamentally  rethink  the  way  that  Federal  reve- 
nues get  raised.  The  raising  of  both  payroll  taxes  and  capital  gains 
taxes  are  legacies  from  the  1980s  that  we  believe  have  continued 
to  hinder  economic  growth. 

I  would  only  suggest  that  on  the  issue  of  independent  contractors 
that  we  consider  the  phrase  that  we  brought  up  during  the  health 
care  reform  debate  last  year,  it  is  time  to  recall  and  reconsider  in- 
dividual responsibility.  The  numbers  that  Senator  Bumpers  spoke 
about  earlier  are  a  result  of  accumulating  the  revenues  that  should 
be  collected  from  1099s.  If  the  IRS  held  individuals  responsible  for 
the  income  they  received,  they  would  not  need  to  hold  businesses 
responsible  for  paying  those  taxes. 

We  have  learned,  this  last  year,  that  the  SBA  with  the  help  of 
the  small  business  committee  in  the  House  and  the  Senate  have  ac- 
tually created  a  one-page  document  to  get  a  loan  from  the  SBA.  It 
would  be  nice  if  we  could  create  a  one-page  document  that  would 
help  people  identify  whether  they  were  independent  contractors  or 
not. 

But  I  think  more  importantly  from  the  White  House  Conference, 
we  saw  the  tip  of  a  growing  rage  in  this  country  against  the  IRS 
and  it  is  important  for  us  to  consider  that  rage  from  the  elements 
of  the  income  tax,  itself,  and  the  implementation  of  that  tax  burden 
on  the  American  public. 

You  may  know  that  National  Small  Business  United  did  not  sup- 
port the  1986  Tax  Reform  Act  which  created  the  basic  tax  structure 
which  exists  today.  And  since  1986,  the  structural  tax  burden  on 
small  business  has  only  been  made  heavier.  There  has  been  no  sub- 
stantial capital  gains  rate  relief,  only  on  targeted  investments  in 
some  C  corporations,  while  personal,  corporate  and  payroll  tax 
rates  have  actually  gone  up. 

Though  we  did  not  support  the  1986  Act  and  NSBU  is  very  en- 
couraged by  one  aspect  of  its  passage.  There  was  an  attempt  by  the 
framers  of  the  1986  Act  to  elevate  the  new  code  to  a  more  perma- 
nent status  and  resist  significant  future  change.  We  all  know  that 
this  protection  of  the  code  did  not  last  long.  After  the  relatively  sig- 
nificant tax  code  changes  in  1990  and  again  in  1993,  it  must  be 
recognized  that  the  present  tax  system  has  become  a  fluid  set  of 
rules  which  bend  to  influence.  But  business  owners  need  a  clear  set 
of  rules  they  can  count  on  for  the  future. 

When  the  next  major  tax  debate  is  over  and  a  new  tax  code  is 
in  place  we  should  make  a  stronger  national  commitment  to  its 
permanence.  The  underpinnings  of  any  tax  code  are  supposed  to  be 
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simplicity,  fairness  and  consistency.  While  we  are  always  debating 
3ur  system's  adherence  to  the  first  two  principles,  we  clearly  vio- 
late the  third.  Small  businesses  simply  cannot  cope  with  the  ever- 
changing  nature  of  the  tax  code. 

Let  me  address  just  a  few  of  the  issues  that  you  have  identified 
for  consideration  by  the  committee  at  this  hearing.  On  the  issue  of 
capital  gains,  the  basis  of  small  business  success  has  traditionally 
been  entrepreneurship,  innovation  and  risk-taking.  For  these 
things  to  happen  they  must  be  properly  rewarded.  Few  things  can 
provide  the  reward  better  than  a  capital  gains  differential  as  has 
been  recognized  since  1921,  when  the  differential  was  first  intro- 
duced. 

With  the  tax  reform  measures  of  1986  came  an  elimination  of 
any  capital  gains  differentials  or  exclusions.  In  the  last  few  years, 
the  capital  gains  differential  has  come  into  existence  only  because 
ordinary  income  tax  rates  have  risen,  while  the  top  capital  gains 
tax  rate  has  remained  at  28  percent. 

In  addition,  a  smaller  targeted  capital  gains  tax  cut  was  passed 
in  the  1993  law.  This  provision  allows  an  individual  to  invest  in  the 
original  issue  of  stock  from  a  C  corporation  valued  at  less  than  $50 
million  and  holds  it  for  five  years  to  exclude  half  the  gain  for  tax- 
ation. But  this  provision  is  of  no  benefit  to  S  corporations,  partner- 
ships or  sole  proprietorships  which  constitute  the  lion's  share  of  the 
small  business  community. 

We  would  hope  that  you  apply  real  attention  to  the  issue  of  cap- 
ital gains  for  the  benefit  of  small  business. 

Speaking  specifically  about  the  Senate  proposal  put  forth  by  Sen- 
ators Hatch  and  Lieberman,  the  bill  would  also  allow  for  a  general 
50  percent  exclusion  of  net  capital  gains.  And  in  addition  the  bill 
would  create  new  incentives  for  longer  term  investment  in  certain 
small  businesses  building  upon  a  targeted  capital  gains  provisions 
from  1993. 

These  provisions  would  allow  75  percent  exclusion  of  gains  from 
investment  in  small  businesses  stocks.  Also  a  100  percent  tax  de- 
ferral would  be  allowed  if  such  investments  are  rolled  over  into 
other  small  business  investments  within  60  days. 

One  of  the  ways  that  capital  gains  reform  could  help  small  busi- 
ness and  especially  the  long-term  investment  in  small  businesses 
is  to  index  those  gains  to  inflation. 

We  have  other  testimony  to  submit  to  the  committee  and  we  will 
be  submitting  it  in  writing. 

Chairman  Bond.  We  would  be  happy  to  accept  the  written  testi- 
mony in  full. 

Mr.  Galles.  Thank  you  and  I  will  look  forward  to  contributing 
other  remarks  during  the  questions. 

Chairman  Bond.  Thank  you  very  much,  Mr.  Galles. 

[The  prepared  statement  of  Mr.  Galles  follows:] 
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John  P.  Galles 

President 

National  Small  Business  United 


Good  morning.  I  am  John  Galles,  President  of  National  Small  Business  United,  I 
welcome  the  chance  to  be  here  today  and  to  comment  on  small  business  tax  policy.  Certainly, 
there  are  few  issues  of  more  importance  to  the  small  business  community. 

National  Small  Business  United  (NSBU)  is  the  oldest  trade  association  exclusively 
representing  small  businesses  in  this  country-for  over  50  years  now,  NSBU  is  a  volunteer- 
driven  association  of  small  businesses  from  across  the  country,  founded  from  a  1986  merger  of 
the  National  Small  Business  Association  and  Small  Business  United,  NSBU  represents  over 
60,000  businesses  and  has  members  in  each  of  the  50  states,  as  well  as  representing  local,  state, 
and  regional  small  business  associations. 


The  current  tax  system  impedes  small  business  growth  by  discouraging  long-term 
investment  through  high  capital  gains  taxes  and  by  hindering  job  creation  with  an  over-reliance 
on  payroll  taxes.  This  twin  burden  hits  small  business  very  hard.  It  may  be  time  for  Congress 
to  fundamentally  re-think  the  way  federal  revenues  get  raised.  The  raising  of  both  payroll  taxes 
and  capial  gains  taxes  are  legacies  from  the  1980s  that  we  believe  have  contmued  to  hinder 
economic  growth. 
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As  you  may  have  surmised,  NSBU  did  not  support  the  1986  Tax  Reform  Act,  which 
created  the  basic  tax  structure  which  exists  today.  And  since  1986,  the  structural  tax  burden  on 
small  business  has  only  been  made  heavier.  There  has  been  no  substantial  capital  gains  rate 
relief  (only  on  targeted  investments  in  some  C  Corporations),  while  personal,  corporate,  and 
payroll  tax  rates  have  actually  gone  up. 

Though  we  did  not  support  the  1986  Act,  NSBU  was  very  encouraged  by  one  aspect  of 
its  passage:  there  was  an  attempt  by  the  framers  of  the  1986  Tax  Reform  Act  to  elevate  the  new 
code  to  a  more  permanent  status  and  resist  significant  future  change.  We  all  know  that  this 
protection  of  the  code  did  not  last  long.  After  the  relatively  significant  tax  code  changes  in  1990 
and  again  in  1993,  it  must  be  recognized  that  the  present  tax  system  has  become  a  fluid  set  of 
rules  which  bend  to  influence.  But  business  owners  need  a  clear  set  of  rules  they  can  count  on 
for  the  future. 

When  the  next  major  tax  debate  is  over  and  a  new  tax  code  is  in  place,  we  should  make  a 
stronger  national  commitment  to  its  permanence.  The  underpinnings  of  any  tax  code  are 
supposed  to  be  simplicity,  fairness,  and  consistency.  While  we  are  always  debating  our  system's 
adherence  to  the  first  two  principals,  we  clearly  violate  the  third.  Small  businesses  simply 
cannot  cope  with  the  ever-changing  nature  of  the  tax  code. 
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Given  this  overview,  I  will  next  try  to  comment  on  several  of  the  small  business  tax 
proposals  that  are  currently  under  serious  consideration  in  Congress.  I  will  also  attempt  to  add 
some  additional  ideas. 

4  Capital  Gains 

The  bases  of  small  business  success  have  traditionally  been  entrepreneurship,  innovation, 
and  risk-taking.  For  these  things  to  happen,  they  must  be  properly  rewarded.  Few  things  can 
provide  that  reward  better  than  a  capital  gains  differential,  as  has  been  recognized  since  1921 
when  the  differential  was  first  introduced.  With  the  tax  reform  measures  of  1986  came  an 
elimination  of  any  capital  gains  differentials  or  exclusions.  In  the  last  few  years,  a  capital  gains 
differential  has  come  into  existence,  only  because  ordinary  income  tax  rates  have  risen,  while  the 
top  capital  gains  tax  rate  has  remained  at  28  percent.  In  addition,  a  smaller  targeted  capital  gains 
tax  cut  was  passed  as  part  of  the  1993  law.  This  provision  allows  an  individual  who  invests  in 
the  original  issue  of  stock  from  a  "C"  Corporation  valued  at  less  than  $50  million  and  holds  it 
for  five  years  to  exclude  half  of  the  gain  from  taxation.  But  this  provision  is  of  no  benefit  to  the 

5  Corporations,  partnerships,  or  sole  proprietorships  which  constitute  the  lion's  share  of  the 
small  business  community. 

Capital  gains  incentives  have  traditionally  been  seen  as  a  tool  of  venture  capitalists  and 
wealthy  investors.  But  we  must  remember  the  vast  networks  of  informal  investors  in  the  small 
business  community.     Research  conducted  by  the  Small  Business  Administration  shows  that 
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informal  equity  investors  in  small  firms  are  a  much  larger  financing  factor  than  venture  capital. 
Annual  informal  investment  is  very  conservatively  estimated  to  be  2  to  3  times  the  $4  billion 
invested  armually  by  venture  capital  companies  in  the  U.S.    Other  studies  have  estimated  the 
annual  flow  of  informal  equity  to  be  over  $30  billion. 

In  order  to  make  the  taxation  of  capital  gains  beneficial  for  investment,  NSBU  has  long 
recommended  the  establishment  of  a  broad-based  capital  gains  exclusion.  But,  in  order  to  assure 
that  the  exclusion  is  helping  long-term  investment  rather  than  short-term  gain,  NSBU  has  further 
recommended  the  graduation  of  that  differential  based  upon  the  holding  period  of  the  asset. 
Essentially,  we  would  lower  the  rate  as  the  holding  period  rises.  The  capital  gains  reform 
contained  in  the  House-passed  bill  would  give  all  capital  gains  the  same  reduced  tax  rate.  While 
this  is  certainly  beneficial  to  small  business,  focusing  the  proposal  on  long-term  gains  would 
maximize  its  benefits. 

In  the  Senate,  the  leading  capital  gains  reform  proposal  is  the  Capital  Formation  Act  of 
1995  (S.  959),  put  forth  by  Sens.  Orrin  Hatch  and  Joseph  Lieberman.  This  bill  would  also 
allow  a  general  50  percent  exclusion  for  net  capital  gains.  In  addition,  though,  the  bill  would 
create  new  incentives  for  longer-term  investment  in  certain  small  businesses.  Building  upon  the 
targeted  capital  gains  provisions  enacted  in  1993,  these  provisions  would  allow  a  75  percent 
exclusion  of  gains  from  investment  in  these  small  business  stocks.  Also,  a  100  tax  deferral 
would  be  allowed  if  such  investments  are  "rolled-over"  into  other  small  business  investments 
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within  60  days.    While  the  definition  of  a  quahfied  small  business  has  some  of  the  same  draw- 
backs and  limitations  as  current  law,  this  provision  is  a  step  in  the  right  direction. 

I 
One  of  the  ways  that  capital  gains  reform  could  help  long-term  investment  in  small 
business  is  indexing  gains  to  inflation.   The  House  bill  contains  such  indexation,  but  S.  959  does    j 
not.  ! 

♦         Taxes  on  Estate 

I 

! 

An  issue  of  long-standing  concern  for  many  small  business  owners  is  the  tax  on  mherited    j 

property.     For  years,  families  have  been  faced  with  the  problem  of  liquidating  the  family 

business  in  order  to  pay  for  the  taxes  on  its  inheritance.    In  order  to  help  these  small  business 

owners  pass  on  their  businesses  in  its  entirety,  the  federal  government  has  allowed  the  first 

$600,000  of  an  inherited  company's  worth  to  be  nontaxable.    The  problem,  of  course,  is  that 

many  small  businesses  are  worth  much  more  than  $600,000,  and  liquid  assets  for  taxation  can  be 

hard  to  come  by.     Furthermore,  this  exemption  was  instituted  more  than  a  decade  ago,  and 

inflation  has  greatly  diminished  its  value  since  that  time. 

NSBU  is  has  been  supportive  of  efforts  to  raise  the  exemption  (really,  the  unified  credit) 
level  and  index  it  for  inflation.  This  step  would  halt  the  erosion  in  the  tax  position  of  many 
small  family  businesses.  But  NSBU  is  eager  to  find  more  innovative  and  equitable  ways  to  allow 
the  continuation  of  family  businesses.    For  instance,  there  have  been  proposals  to  treat  tangible,  . 
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illiquid,  productive  assets  (such  as  a  small  business)  more  generously  than  other  assets  (such  as 
cash  or  collectibles)  for  estate  tax  purposes.  Not  only  would  such  a  change  make  it  easier  for  a 
small  business  to  survive  the  death  of  a  principle  owner,  it  would  encourage  others  to  make 
productive  investments  with  their  assets. 

Responding  to  this  concern  from  the  small  business  community.  Sens.  Bob  Dole  and 
David  Pryor  have  put  forth  an  innovative  proposal,  designed  to  lessen  the  estate  tax  burdens 
specifically  felt  by  family  businesses.  The  Dole-Pryor  bill  would  lift  the  estate  tax  exemption  to 
as  much  as  $3  million  for  "family  business  assets"  and  lower  the  tax  rates  paid  by  family 
businesses  on  assets  over  this  level.  The  maximum  rate  of  estate  taxation  for  family  businesses 
would  be  27.5  percent.  Adoption  of  this  proposal  would  be  an  extraordinary  improvement  in  the 
estate  tax  picture  for  American  small  businesses. 

♦         Expensing 

The  last  few  years  have  seen  a  welcome  focus  on  a  relatively  obscure  but  very  helpful 
provision  of  the  tax  code:  small  business  expensing.  For  instance,  the  House-passed  tax  bill 
contains  an  increase  in  "expensing"  from  a  maximum  of  $17,500  per  year  to  $35,000  per  year. 
This  provision  allows  small  businesses  to  immediately  deduct  (expense)  this  amount  of 
equipment  purchase  in  the  year  of  the  transaction.  This  increased  deduction  would  be  very 
helpful  for  cash-strapped  small  businesses  that  are  ready  to  grow  and  improve  or  enlarge  their 
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capital  base.     Increased  ability  to  expense  these  investments  should  enhance  the  long-term 
productivity  of  American  small  business. 

♦         Payroll  Taxes 

I  also  want  to  address  areas  of  tax  policy  concern  not  currently  on  the  Congressional 
agenda.  The  area  that  leads  the  small  business  list  is  payroll  taxes.  Payroll  taxes  have  been  a 
popular  area  for  increasing  taxes,  as  has  been  proven  in  both  1990  and  1993.  In  1990,  the  cap 
on  earned  income  subject  to  the  combined  2.9  percent  Medicare  payroll  tax  (part  of  PICA)  was 
raised  to  $135,000  (from  $51,300);  in  1993,  the  cap  was  removed  entirely.  Holders  of 
corporations  organized  under  Subchapter  "S"  have  been  forced  to  pay  both  sides  of  this  tax, 
making  for  a  substantial  tax  increase.  We  have  more  recently  seen  proposals  that  payroll  taxes 
fund  health  care  reform  and  worker  training. 

The  obvious  problem,  of  course,  is  that  a  payroll  tax  amounts  to  a  tax  on  employment. 
Taxing  businesses  for  hiring  an  employee  clearly  discourages  increased  employment,  which  is 
damaging  to  the  unemployed,  the  business,  and  the  economy.  But,  beyond  the  obvious  economic 
problems  associated  with  payroll  taxes,  there  are  also  problems  with  fairness.  Most  small 
businesses  are  much  more  labor  intensive  than  their  larger  counterparts.  Payroll  taxes  cause 
these  small  businesses  to  be  taxed  at  a  higher  effective  rate  than  the  larger,  more  capital-intensive 
firms.  And  payroll  taxes  must  be  paid  whether  a  business  is  making  a  profit  or  not. 
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NSBU  has  consistently  opposed  increases  in  payroll  taxes.  This  burdensome  tax  now 
constimtes  more  than  one  third  of  all  federal  revenue  collections.  From  1970  to  1990,  business 
received  nine  social  security  (PICA)  tax  increases  totaling  60%,  three  unemployment  (FUTA) 
increases  totaling  94%,  three  FUTA  base  increases  totaling  133%,  and  19  FICA  base  increases 
totaling  677%.  With  that  kind  of  burden  falling  disproportionately  on  the  backs  of  small 
business,  further  increases  would  be  intolerable.  In  fact,  it  is  time  to  begin  a  serious  discussion 
about  how  payroll  taxes  can  be  reduced.  Entitlement  reform  may  be  part  of  this  discussion  (we 
think  it  should  be),  but  it  should  also  be  in  the  context  of  the  rest  of  the  tax  system  and  how 
federal  revenues  should  be  raised. 

♦         S  Corporation  Status 

In  the  1980s,  it  became  advantageous  for  many  small  businesses  to  organize  themselves 
under  subchapter  S  of  the  IRS  code.  S  Corporations  were  designed  to  give  smaller  closely  held 
businesses  many  of  the  protections  of  corporate  status,  but  with  all  income  taxes  paid  as 
individual  taxes.  With  many  businesses  now  taking  advantage  of  S  Corporation  status,  there 
have  been  a  series  of  attempts  to  remove  some  of  the  preferences  for  S  Corporations.  In  1991, 
the  Treasury  Department  issued  regulations  governing  the  determination  of  whether  an  S 
Corporation  has  a  second  class  of  stock  (which  is  forbidden).  Though  ultimately  modified  in  the 
face  of  protests,  these  changes  would  have  essentially  voided  the  S  Corporation  status  of 
thousands  of  companies. 
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In  addition  to  the  rules  governing  S  Corporation  status,  higher  overall  tax  rates  in  recent 
years  have  contributed  to  worsening  conditions  for  S  Corporations.  Since  owners  of  S 
Corporations  must  pay  both  halves  of  PICA  taxes,  these  payroll  taxes  hit  them  especially  hard. 
.\nd  the  increases  in  top  personal  income  tax  rates  mean  that  S  Corporations'  top  tax  rate  is  now 
higher  than  the  corporate  rate.  To  compound  the  discrimination,  investments  in  small  S 
Corporations  do  not  receive  the  same  capital  gains  preferences  afforded  some  investments  in  C 
Corporations.  We  hope  that  serious  attention  can  be  given  to  improving  the  position  of  the 
nation's  S  Corporations.  The  S  Corporation  reform  legislation  proposed  in  the  last  Congress  is 
an  excellent  place  to  start. 

♦         Health  Care  Deduction  for  the  Self-Employed 

This  year.  Congress  at  long  last  made  the  25%  deduction  for  the  health  insurance 
expenses  of  the  self-employed  permanent  and  even  raised  it  to  30%.  The  annual  ritual  of 
suspense  and  last-minute  decisions  surrounding  whether  this  deduction  will  be  extended  are,  at 
last,  at  an  end.  But  the  work  of  Congress  in  this  area  is  not  finished;  there  are  also  strong  policy 
and  fairness  issues  which  compel  us  to  the  conclusion  that  the  deduction  should  be  expanded  to 
100%. 

I  think  the  Members  of  the  Committee  will  agree  that  it  is  a  telling  commentary  on  the 
equity  of  our  tax  law  that  Donald  Trump  can  fully  deduct  the  cost  of  his  health  care  because  his 
multi-billion  dollar  enterprise  happens  to  be  a  corporation,  yet  everyday  small  business  owners- 
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working  12  hour  days  6  days  per  week  just  to  keep  the  company  afloat  and  earn  a  living  wage- 
can  only  deduct  30  percent  of  their  health  care  costs,  simply  because  they  happen  to  be  running  a 
sole  proprietorship,  S  corporation  or  partnership.  But  the  ethics  of  this  issue  aside,  there  is  a 
compelling  health  care  policy  case  to  be  made  for  raising  this  deduction. 

Among  firms  with  fewer  than  10  employees,  corporations  are  more  than  twice  as  likely 
to  provide  health  benefits  as  sole  proprietorship.  In  fact,  a  1983  study  by  the  Employees 
Benefits  Research  Council  indicated  there  were  more  than  nine  million  self-employed  individuals 
without  insurance-one  in  four  of  all  the  uninsured.  It  is  also  a  fact  that  enabling  business 
owners  to  provide  insurance  for  themselves  (a  worthy  goal  in  itselO  greatly  enhances  the 
likelihood  that  they  will  provide  insurance  for  their  employees. 

♦         Pension  Simplification 

The  complex  and  costly  burdens  our  pension  rules  place  on  small  businesses  wishing  to 
offer  retirement  plans  for  the  benefit  of  their  employees  too  often  frightens  and  discourages  those 
businesses  from  starting  or  even  maintaining  such  plans.  Fortunately,  Sens.  Hatch  and  Pryor 
have  introduced  S.  1006,  the  Pension  Simplification  Act  of  1995.  This  bill,  and  similar 
measures  that  have  been  introduced  in  the  House,  would  clear  away  many  of  the  biggest 
obstacles  to  small  business  utilization  of  employee  pensions.  There  is  also  a  similar  proposal 
from  the  Administration,  as  yet  not  reduced  to  legislative  language,  so  we  are  very  optimistic 
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that  this  Congress  can  produce  a  consensus  measure.     S.   1006  moves  in  exactly  the  right 
direction  for  small  business  and  should  receive  serious  and  early  consideration. 

Unfortunately,  there  is  no  silver  bullet  to  pension  simplification.  Instead,  these  bills 
make  targeted  changes  to  a  number  of  highly  technical  pension  rules.  The  specific  areas  that 
must  be  dealt  with  include  401(k)  anti-discrimination  testing,  family  aggregation  rules, 
compensation  limits,  definition  of  highly  compensated  employee,  top  heavy  rules,  and  minimum 
distribution  rules.  NSBU  will  provide  a  detailed  discussion  of  these  points  to  the  committee  for 
the  record,  but  space  restricts  my  inclusion  of  that  statement  here. 

♦         Investment  Tax  Deferral 

Given  the  need  for  both  tax -based  incentives  to  encourage  business  growth  and  expansion 
and  continued  deficit  reduction,  new  and  creative  tools  need  to  be  identified  that  fit  both  of  these 
bills.  Following  is  one  idea  that  could  create  exactly  this  sort  of  win-win  situation:  a  business 
expansion  tax  deferral. 

There  should  be  a  dollar-for-dollar  one  year  deferral  of  all  net  income  tax  liabilities,  to 
the  extent  that  there  are  increases  in  net  depreciated  value  of  fixed  assets  (other  than  real  estate) 
and  the  book  value  of  inventory.  In  other  words,  for  every  dollar  that  a  business  increases  its  net 
assets  by  investing  in  plant  and  equipment,  it  can  defer  a  dollar  of  federal  income  tax.  Since 
such  a  plan  does  not  reduce  total  tax  liabilities,  a  fair  model  would  score  it  as  at  least  budgetarily 
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neutral  over  lime;  if  the  economic  growth  the  deferral  will  stimulate  were  counted,  there  would 
be  revenue  gains.  But  since  the  plan  would  ease  tax  burdens  in  the  years  in  which  growth  is 
actually  occurring,  economic  growth  should  be  markedly  strengthened.  Though  the  deferral 
would  only  extend  for  one  year,  further  increases  in  net  depreciated  assets  could  further  extend 
the  deferral. 

Further  details  of  the  plan  include: 

1 .  The  deferral  amount  would  be  based  upon  the  net  increase  in  the  depreciated  value  of  the 
fixed  assets  and  the  tax  basis  of  the  inventory; 

2.  If  the  increase  exceeds  the  tax  liability,  the  excess  could  be  carried  over. 

3.  In  order  to  avoid  taxpayer  "game-playing",  the  immediately  preceding  year's  decrease  in 
assets  would  be  subtracted  from  the  current  year's  increase  in  assets,  so  that  taxpayers 
would  not  plan  their  acquisitions  only  in  alternate  years. 

4.  The  tax  deferral  would  be  interest  free. 

We  believe  this  idea  holds  a  great  deal  of  promise.  The  deferment  could  be  a  great  help 
to  rapidly  growing  companies  (the  ones  where  most  of  the  jobs  gains  occur)  while  not  seriously 
affectnig  total  federal  revenues  over  time.  We  hope  the  Committee  will  be  able  to  give  it  serious 
anention. 

Thank  you  for  holding  this  hearing  and  giving  NSBU  a  chance  to  relay  its  views  on  tax 
policy.  We  look  forward  to  the  upcoming  debate  on  federal  tax  policy.  Please  contact  us  if  we 
can  be  of  any  further  assistance. 


21-185  -  96 
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Chairman  Bond.  Mr.  Satagaj. 

STATEMENT  OF  JOHN  S.  SATAGAJ,  PRESIDENT,  SMALL 
BUSINESS  LEGISLATIVE  COUNCIL,  WASHINGTON,  D.C. 

Mr.  Satagaj.  Thank  you,  Mr.  Chairman. 

It  is  always  a  pleasure  to  be  here  with  you  and  I  would  like  to 
pick  up  on  a  couple  of  issues  very  quickly.  One  of  the  most  frustrat- 
ing conversations  I  have  on  the  issue  of  independent  contractors, 
is  exactly  like  the  little  bit  of  discussion  that  Senator  Wellstone 
had  with  respect  to  the  issue  of  "Well,  I  have  heard  that  maybe 
this  legislation  is  too  broad  that  everybody  will  be  independent  con- 
tractors." Senator  Wellstone  certainly  is  not  the  only  one  who  has 
raised  that  issue. 

But  you  know,  I  keep  going  back  to  it,  in  that  statement  is  a  pre- 
sumption that  because  they  are  independent  contractors  somehow 
there  is  going  to  be  less  revenue  to  the  Government.  I  go  back  to 
the  statement  that  you  repeated  five  times  already  here  today  that 
the  Commissioner  made,  that  it  supposedly  does  not  make  any 
darn  difference  whether  they  are  independent  contractors  or  em- 
ployees, we  are  going  to  get  the  same  amount  of  revenue.  So  why 
is  there  a  presumption?  Well,  I  have  heard  said  it  is  too  broad  and, 
therefore,  we  are  going  to  have  less  money.  It  just  does  not  make 
any  sense  reconciling  that  reasoning  against  the  statement  of  the 
Commissioner. 

And  that  is  not  the  issue.  It  is  not  that  we  are  going  to  get  more 
or  less  revenue  because  they  are  independent  contractors  or  em- 
ployees. It  is  because  they  are  either  not  going  to  pay  their  taxes 
if  they  are  independent  contractors  or  they  are  going  to  overstate 
their  deductions.  And  I  do  not  think  it  is  an  overstatement  of  de- 
ductions. The  discussion  you  had  with  Senator  Nickles  illustrates 
it  is  going  to  be  a  wash  on  that  side  of  the  equation. 

Whether  they  pay  their  taxes  or  not  is  really  the  issue  of  wheth- 
er they  should  be  an  employee  or  independent  contractor.  And  if 
that  is  the  issue,  let  us  deal  with  that  issue  instead  of  hiding  be- 
hind the  issue  of  how  we  are  going  to  classify  them?  Let  us  get  it 
to  how  we  are  going  to  ensure  they  are  paying  their  taxes. 

I  want  to  touch  just  briefly  on  the  issue  of  withholding.  I  know 
my  good  friends  at  the  National  Association  of  Realtors  and  the  Di- 
rect Selling  Association  would  be  happy  to  fill  the  record  with  a  lot 
of  reasons  that  they  are  not  happy  with  the  idea  of  withholding. 

Chairman  BOND.  The  5  percent  mentioned? 

Mr.  Satagaj.  Oh,  I  guarantee  you  will  hear  from  them  on  this 
subject. 

Chairman  Bond.  OK.  Well,  I  wondered  if  somebody  was  going  to 
comment  from  there. 

Mr.  Satagaj.  Oh,  do  not  worry,  you  will  hear  from  them,  I  guar- 
antee that. 

Chairman  Bond.  That  has  not  been  an  official  recommendation 
of  this  committee. 

Mr.  Satagaj.  Right,  I  understand  that,  but  I  just  want  to  point 
out,  two  issues  in  particular.  One  is,  how  the  heck  do  you  define 
what  you  are  going  to  withhold  from?  Because  the  issue  generally 
comes  out  that  you  have  got  to  withhold  from  a  gross  as  opposed 
to  a  net    And  how  do  you  determine  what  is  a  gross  in  different 
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types  of  businesses?  And  it  makes  a  big  difference  in  what  they  ac- 
tually have  available  for  the  withholding. 

The  second  is  they  will  tell  you  that  right  now  as  long  as  we  have 
Senator  Bond  sitting  there  that  5  percent  might  be  marvelous.  But 
some  day  Senator  Bond  might  not  be  sitting  there  and  somebody 
is  going  to  say,  well,  we  just  need  a  few  more  bucks  to  pay  for — 
and  you  fill  in  the  blank — well,  why  do  we  not  bump  that  up  to  10 
percent,  what  the  heck,  let  us  go  to  30.  The  next  thing  you  know 
we  got  withholding  at  30  percent. 

Look  at  how  much  estimated  tax  that  small  businesses  are  pay- 
ing today,  110  percent,  you  got  to  love  it,  good  system.  That  is  two 
of  the  reasons  you  would  hear  that  withholding  is  not  very  good. 

Subject  of  estate  taxes.  We  talk  about  in  American  public  policy 
about  third  rails  that  you  do  not  want  to  touch  because  it  is  the 
kiss  of  death  to  be  involved  on  an  issue  if  I  would  like  to  apply  the 
reverse  analogy  for  the  estate  tax  proposal  that  Senator  Dole,  Sen- 
ator Pryor  and  you  have  introduced.  It  is  an  idea  you  want  to  hold 
on  to  right  now,  because  it  is  fantastic. 

The  energy  level  in  the  small  business  community  for  that  pro- 
posal is  as  high  as  anything  I  have  seen  in  a  long  time.  They  can 
relate  to  it.  They  understand  the  concept.  Some  may  not  be  able 
to  use  it  but  they  understand  that  this  is  something  that  is  finally 
going  to  address  the  issue  of  estate  taxes. 

A  lot  of  the  problem  with  estate  taxes  is  that  we  look  at  how 
much  revenue  the  Government  is  going  to  get?  That  is  not  the 
issue  at  all.  The  issue  is  that  the  small  businesses  run  around  pay- 
ing accountants,  lawyers  and  insurance  companies,  all  this  mar- 
velous money  to  come  up  on  an  estate  tax  plan  that  they  are  going 
to  dump  3  years  later  and  do  again.  It  is  a  marvelous  way  to  make 
money  if  you  are  a  lawyer,  an  accountant  or  an  insurance  broker. 

And  I  am  a  lawyer,  so  I  can  say  that.  It  is  not  the  amount  of 
taxes  that  we  are  paying.  It  is  the  fact  that  we  make  them  run 
through  all  these  hoops  just  so  that  they  can  hold  on  to  the  busi- 
ness and  pass  it  to  the  next  generation. 

And  we  have  got  to  dump  a  system  that  requires  you  to  run 
through  those  hoops  and  for  that  reason  we  support  the  legislation 
that  you  have  co-sponsored  and  we  hope  that  we  can  get  it  into  the 
budget  reconciliation  bill. 

Capital  gains  the  issue  there  is  even  amongst  small  businesses 
a  lot  of  them  will  tell  you,  "geez,  capital  gains,  I  do  not  know  where 
I  am  going  to  use  it."  But  if  you  sit  down  and  talk  with  them  and 
say  think  about  the  system  we  have  in  this  country  and  how  the 
heck  it  is  that  you  can  get  some  financing  of  one  kind  or  another. 
You  begin  to  realize  how  important  it  is  to  the  underpinnings  of 
the  entire  system.  I  mean  capital  gains  is  one  of  the  fundamentals 
of  how  we  finance  America. 

And  even  amongst  small  businesses  I  am  sometimes  frustrated 
in  trying  to  communicate  to  them  this  is  more  important  than  you 
think  to  the  way  you  survive,  even  if  you  cannot  see  the  direct  im- 
pact today. 

And  for  that  reason  we  are  very  supportive  of  it,  we  are  very  sup- 
portive of  any  effort  to  improve  the  situation  with  regards  to  cap- 
ital gains. 
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That  is  everything  for  me  except  for  home  office  deduction  when 
you  have  Mr.  Home  Office  Deduction  next  to  me  here  so  I  will 
leave  that  one  to  him. 

I  thank  you  for  the  opportunity  to  testify  today  and  on  all  your 
good  works,  Senator. 

[The  prepared  statement  of  Mr.  Satagaj  follows:] 
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TESTIMONY  OF  JOHN  S.  SATAGAJ 

ON  BEHALF  OF  THE 

SMALL  BUSINESS  LEGISLATIVE  COUNCIL 


The  Small  Business  Legislative  Council  (SBLC)  is  a  permanent,  independent 
coalition  of  nearly  one  hundred  trade  and  professional  associations  that  share  a  common 
commitment  to  the  future  of  smcill  business.  Our  members  represent  the  interests  of 
small  businesses  in  such  diverse  economic  sectors  as  manufacturing,  retailing, 
distribution,  professional  and  technical  services,  construction,  transportation,  tourism, 
and  agriculture.   For  your  information,  a  list  of  our  members  is  enclosed. 

Thank  you  for  this  opportunity  to  testify  on  the  tax  issues  affecting  small 
business.  Throughout  our  history  (SBLC  was  founded  in  1976),  one  of  our  guiding 
principles  has  been  that  the  tax  code  should  be  used  to  direct  economic  activity  to 
encourage  the  growth  of  small  businesses.  This  principle  has  led  us  to  participate,  over 
the  years,  in  debates  ranging  from  restoration  of  a  capital  gains  rate  differential  to  the 
establishment  of  a  direct  expensing  provision  to  the  appropriate  standards  for 
independent  contractor  classifications. 

We  have  much  ground  to  cover  today.  Cutting  to  the  bottom  line,  in  the  context 
of  the  pending  budget  reconciliation  discussions,  we  strongly  support  estate  tax  reform, 
capital  gains  relief,  an  increase  in  direct  expensing,  and  revision  of  the  home  office 
deduction  rules.  We  also  believe,  if  it  is  at  all  possible,  we  should  address  pension 
system  simpUfication  reforms  and  S  Corporation  reform  within  the  budget  reconciliation 
process.  Finally,  if  we  dare  to  dream,  we  hope  this  Congress  will  deal  with  the  issue  of 
independent  contractors.  But,  our  expectations  for  accomplishing  this  in  the  context  of 
budget  reconciliation  are  low.  That  is  not  a  reflection  of  its  importance  to  us,  as  the 
independent  contractor  issue  is  undoubtedly  our  number  one  tax  priority,  we  are  just 
being  realistic. 

Let  me  now  turn  to  the  specifics.  Before  I  do,  I  should  note  that  we  recently 
witnessed  another  successful  White  House  Conference  on  Small  Business.  With  the 
exception  of  home  office  deduction  problems,  which  is  a  relatively  new  problem, 
virtually  every  other  point  we  will  raise  here  today  has  been  addressed  not  only  by  the 
most  recent  conference,  but  the  .1980  and  1986  conferences  as  well.  Therefore,  I  will  not 
repeat  the  mantra  on  each  issue.  Assume  that  the  delegates  to  White  House  Conferences 
have  supported  the  concepts  if  not  the  specifics  of  each  proposal. 

ESTATE  TAXES 

Recent  estate  tax  reform  legislation,  S.  1086,  proposed  by  Senators  Dole  and  Pryor 
on  a  bipartisan  basis  with  many  cosponsors,  including  many  on  this  committee,  has  sent 
a  jolt  of  electricity  through  the  small  business  community.  We  have  gotten  strong 
feedback  from  our  members,  and  while  it  is  not  a  solution  for  everybody,  it  is  a  direct, 
meaningful  assault  on  the  status  quo.  Whether  they  benefit  from  the  proposal  or  not, 
many  small  business  owners  have  told  us  it  is  about  time  we  got  serious  about  estate 
taxes. 

A  cross-section  of  our  membership  recently  participated  in  a  study  of  famUy- 
owned  fiims.  What  we  found  did  not  surprise  us,  and  is  not  particularly  revolutionary. 


128 


It  confirms  what  we  knew  to  be  the  case  —  family-owned  firms  spend  a  lot  of  time 
running  around  in  circles  trying  to  prevent  an  estate  tax  catastrophe.  Sometimes,  here 
in  Washington,  we  focus  on  the  wrong  thing.  Many  look  at  the  amount  of  estate  tax 
being  collected  at  the  current  time,  and  say  "How  can  this  be  such  a  big  deal  to  small 
business?"  Rather,  one  should  look  at  the  amount  of  time  small  businesses  spend 
arranging  and  re-arranging  their  business  operations  for  one  purpose  —  to  ensure  that 
the  next  generation  does  not  have  to  liquidate  the  business  to  pay  estate  taxes.  It  is  an 
embarrassment  to  our  economy  that  so  much  time  and  money  should  be  wasted  trying 
to  keep  famUy-owned  businesses  viable  from  generation  to  generation.  It  may  not  show 
up  as  estate  taxes  paid,  but  we  pay  a  high  price  for  keeping  the  family  business  in  the 
family  from  one  generation  to  the  next. 

The  study  was  not  without  its  positive  side  —  it  did  reveal  that  a  strong  desire 
exists  to  keep  the  business  in  the  family,  notwithstanding  the  goverrunental  and  market 
place  pressures  on  such  companies.  More  than  three  out  of  four  report  the  next 
generation  of  family  members  is  interested  in  owning  the  business.  Seven  in  ten  would 
not  consider  selling  stock  to  non-family  members  if  it  were  necessary  to  raise  capital. 

The  vast  majority  are  aware  of  the  likelihood  of  federal  estate  taxes  being  levied 
against  their  business;  and  over  half  have  calculated  the  approximate  amount  of  tax  that 
would  be  assessed  in  their  case.  The  mean  amount  is  in  excess  of  two  million  dollars; 
the  median  is  $900,000.  But,  as  I  have  stated,  even  in  cases  where  steps  have  already 
been  taken  to  minimize  the  impact  of  federal  estate  taxes,  many  feel  the  federal  estate 
tax  would  have  a  significant  or  completely  debilitating  effect  on  their  business'  long-term 
growth  and  survival. 

Four  out  of  five  respondents  have  already  taken  steps  to  minimize  the  impact,  the 
most  common  step  being  the  purchase  of  life  insurance.  Other  methods  include  buy /sell 
agreements,  lifetime  gifts  of  stock,  and  restructuring  the  business.  These  are  steps  which 
would  never  have  been  taken  if  the  federal  estate  ta.v  were  not  of  such  concern. 

Respondents'  efforts  to  mitigate  the  effects  of  the  tax  notwithstanding,  most  report 
that,  if  the  heirs  were  to  inherit  the  business  today,  they  would  not  have  the  liquid  assets 
to  pay  the  tax.  There  would  have  to  be  a  sale  of  all  or  part  of  the  business,  or  at  least 
a  loan  taken  out,  with  the  business  serving  as  collateral. 

If  forced  to  sell  all  or  part  of  the  business  to  obtain  the  cash  to  pay  federal  estate 
taxes,  these  businesses  would  be  forced  to  cut  jobs.  The  average  (mean)  number  of  lost 
jobs,  according  to  the  affected  businesses,  is  43.  The  median  number  of  lost  jobs  is  12. 
Although  the  businesses  are  owned  by  family  members,  only  three  family  members,  on 
average,  work  at  the  company.  The  total  work  force  (full  or  part-time)  averages 
100  employees.  The  median  is  about  30  total  employees.  It  should  be  noted  that  the 
companies  surveyed  ranged  in  size  from  firms  with  less  than  $500,000  in  assets  to  a  few 
closely-held  companies  with  $50  million  in  assets. 
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We  strongly  urge  the  Senate  to  fold  S.  1093  into  the  budget  reconciliation 
legislation. 

Let  us  move  on  to  other  items  we  believe  are  "on  the  table"  during  this 
reconciliation  process. 

CAPITAL  GAINS 

SBLC  has  long  standing  policy  on  capital  gains  relief.  Capital  gains  is  very  much 
a  small  business  issue.  Throughout  the  life-cycle  of  a  small  firm,  capital  gains  plays  a 
vital  role.  It  contributes  to  business  continuity  and  to  the  preservation  of  the  family- 
owned  enterprise.  While  there  will  always  be  debate  over  who  the  beneficiaries  of  a 
long-term  capital  gains  exclusion  are,  it  is  important  not  to  lose  sight  of  the  valuable 
contribution  a  capital  gains  rate  differential  has  made  to  the  vitality  of  the  small  business 
economy  and  job  creation. 

The  role  of  capital  gains  is  most  obvious  at  the  birth  of  a  smcdl  business.  In 
particular,  it  serves  as  a  catalyst  to  investment  by  both  the  informal  and  formal  venture 
capital  communities.  It  is  the  organized  venture  capital  market  that  seeks  out  and 
encourages  the  innovative  high-growth  firms  that  are  the  creators  of  jobs  in  our 
economy.   Studies  over  the  years  have  demonstrated  a  strong  correlation. 

Venture  capital  investment  is  not  without  significant  risk,  however,  nor  is  the 
return  on  the  investment  immediate.  The  capital  gains  differential  enhanced  the  venture 
capitalist's  ability  to  take  the  risks  that  have  paid  dividends  in  the  form  of  jobs  to  the 
economy. 

Capital  gains  has  its  populist  side  as  well.  The  goverrunent's  1987  State  of  Small 
Business  Report  noted  that  informal  investors  -  friends,  relatives,  and  business 
associates  —  are  the  second  most  commonly  used  source  of  equity  capital  finemdng  after 
internal  financing.  The  report  stated,  "preliminary  estimates  indicate  that  total  informal 
equity  capital  Investment  in  small  businesses  amounted  to  approximately  $300  billion 
in  1983."  Altruism  aside,  the  informal  network  does  expect  a  return  on  its  investment, 
and  capital  gains  has  been  a  part  of  that  equation. 

The  SBLC  has  historically  supported  the  concept  of  allowing  small  business 
owners  and  investors  to  defer  or  roll  over  their  gains  if  they  hold  their  investment  in  a 
small  business  for  a  longer  period  of  time,  and /or  reinvest  the  proceeds  in  small 
business. 

DIRECT  EXPENSING 

Depending  on  the  assets  involved  and  the  tax  status  of  the  business,  expansion 
of  the  direct  expensing  provision  of  the  tax  code.  Section  179,  will  provide  more 
opporturuties  for  small  business  to  invest  in  capital  purchases.   Currently,  Section  179 
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allows  small  businesses  to  write  off  the  first  $17,500  of  such  purchases  in  the  first  year. 
SBLC  was  among  the  most  prominent  private  sector  advocates  of  Section  179  when  it 
was  considered  and  enacted  by  Congress  in  1981.  Small  business  "finances"  many  of  its 
capital  asset  investments  from  retained  earnings.  Waiting  five  or  seven  years  to  recover 
that  investment  is  a  significant  deterrent  to  further  growth  and  expansion.  Frankly,  we 
advocated  a  $50,000  limit  in  1981. 

HOME  OFFICE  DEDUCTION 

The  budget  reconciliation  bill  should  include  Senator  Hatch's  bill,  S.  327,  to 
address  what  we  believe  is  an  unfair  interpretation  of  the  home  office  deduction 
provision  of  the  tax  code.  As  you  know,  the  Supreme  Court  in  1991  affirmed  the  IRS' 
rather  narrow  view  of  the  circumstances  under  which  a  home  office  expense  would  be 
allowed  as  a  deduction. 

Prior  to  the  Supreme  Court  decision,  home  office  expenses  were  deductible  if: 

(1)  the  space  in  the  home  was  devoted  to  the  "sole  and  exclusive  use"  of  the  office; 

(2)  the  taxpayer  used  no  other  office  for  the  business;  and  (3)  the  business  generated 
enough  income  to  cover  the  deduction. 

The  Supreme  Court,  in  effect,  added  two  additional  conditions  to  the  eligibility 
of  most  taxpayers  for  the  home  office  deduction:  (4)  the  customers  of  the  home-based 
business  must  physically  visit  the  home  office;  and  (5)  the  business  revenue  must  be 
produced  within  the  home  office  itself.  That  criteria  is  simply  unrealistic.  The  National 
Association  of  the  Self-Employed  is  a  member  of  the  SBLC  and  I  refer  you  to  their 
testimony  for  a  detailed  explanation  of  why  the  Supreme  Court  decision  is  unfair. 

PENSION  SIMPLIFICATION 

We  hope  the  Senate  will  consider  including  Senators  Pryor  and  Hatch's  proposal, 
S.  1006,  the  Pension  Simplification  Act  of  1995,  as  part  of  the  budget  reconciliation 
package. 

There  are  two  principal  obstacles  to  expanding  the  number  of  small  businesses 
that  offer  pension  benefits  to  their  employees  —  the  complexity  of  the  system  and 
"affordabUity." 

The  current  system  has  a  tremendous  chilling  effect  upon  small  business' 
enthusiasm  for  participation  in  the  pension  system.  In  our  opinion,  this  legislation  will 
make  a  great  leap  forward  in  tearing  down  the  layers  of  complexity  that  have  been  piled 
on  top  of  each  other,  intimidating  even  the  most  generous  of  small  employers  from 
participating  in  the  system. 

We  used  to  say  that  unless  we  can  guarantee  profitability,  we  will  never  solve  the 
problem  of  "affordability."  There  is  no  substitute  for  the  judgement  of  the  small  business 
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owner  as  to  whether  he  or  she  can  afford  to  offer  such  benefits,  but  we  must  note  that 
the  additions  to  this  year's  version  of  the  bill  not  only  remove  some  of  the  complexity 
barriers,  it  will  also  provide  some  incentive  to  small  business  to  reassess  the 
"affordability"  of  pursuing  the  option. 

S  CORPORATION  REFORM 

Senators  Hatch  and  Pryor  have  also  introduced  a  bill  on  S  Corporation  reform, 
S.  758.  We  believe  it  should  be  acted  upon.  Speaking  honestly,  we  believe  most  S 
Corporation  owners  would  say,  "The  heck  with  reforming  the  S  Corporation  rules,  the 
best  this  Congress  could  do  for  S  Corporations  is  to  reverse  the  tax  increase  they  slapped 
on  successful  S  Corporation  owners  in  the  1993  reconciliation  bill."  While  that  increase 
touched  just  a  modest  number  of  businesses,  they  are  the  ones  creating  the  jobs  and 
contributing  to  the  economy,  and  to  this  day,  the  hurt  still  stings.  Having  said  that,  we 
need  to  clean  up  the  S  Corporation  rules.  Subchapter  S  was  first  enacted  in  1958  to  help 
remove  tax  considerations  from  small  business  owners'  decisions  to  incorporate.  This 
tax  treatment  has  proved  helpful  to  small  business  over  the  years,  especially  to  start-up 
businesses.  But  Subchapter  S,  as  originally  enacted  in  1958,  was  very  limiting  and 
contained  a  number  of  pitfalls.  We  need  to  bring  the  law  into  the  1990s. 

INDEPENDENT  CONTRACTOR  CLASSIFICATION 

Among  the  issues  which  precipitated  the  creation  of  the  Small  Business  Legislative 
Council  in  the  late  1970s  was  the  ongoing  struggle  between  the  IRS  and  small  business 
over  the  appropriate  criteria  for  classifying  individuals  as  employees  or  independent 
contractors.  Sadly,  20  years  later,  we  are  no  closer  to  resolving  this  debate  and  it 
remains  one  of  SBLC's  top  priorities.  It  is  a  subject  we  have  testified  upon  many  times. 

We  believe  it  is  time  for  Congress  to  assert  its  leadership  and  establish  reasonable 
and  consistent  guidelines  for  the  classification  of  individuals  as  employees  and 
independent  contractors.  This  is  the  reason  SBLC  supports  H.R.  1972,  introduced  by 
Representative  Jon  Christensen,  and  we  hope  someone  on  the  Senate  will  introduce  a 
companion  bill  soon.  H.R.  1972  would  establish  objective  criteria  for  determining 
whether  an  individual  is  an  independent  contractor  or  employee.  It  is  a  three-part  test 
and  the  relationship  must  meet  all  three  parts.  But  for  two  of  the  parts,  there  are 
subtests.  In  such  cases,  the  relationship  must  meet  only  one  of  the  subtest  options  in 
order  to  meet  the  requirement  of  that  element  of  the  three-part  test. 

Under  part  one,  the  independent  contractor  must  meet  just  one  of  the  following 
criteria: 

1.  Have  a  significant  investment  in  assets  and /or  training; 

2.  Incur  significant  unreimbursed  expenses; 
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3.  Agree  to  work  for  a  specific  time  or  complete  a  specific  result,  and  is  liable 
for  damages  for  failure  to  perform; 

4.  Be  paid  on  a  commission  basis;  or 

5.  Purchase  a  product  for  resale. 

Under  part  two,  the  independent  contractor  must  meet  just  one  of  the  following: 

1.  Have  a  principal  place  of  business; 

2.  Does  not  primarily  provide  the  service  in  the  service  recipient's  place  of 
business; 

3.  Pay  a  fair  market  rent  for  use  of  the  service  recipient's  place  of  business; 
or 

4.  Is  not  required  to  perform  service  exclusively  for  the  service  recipient  and 

a)  has  performed  a  significant  amount  of  service  for  other  persons;  or 

b)  has  offered  to  perform  service  for  other  persons  through  advertising 
individual  written  or  oral  solicitations  such  as  listing  with  registries, 
agencies,  brokers,  and  other  persons  in  the  business  of  providing  referrals 
to  other  service  recipients;  or  c)  provides  service  under  a  business  name 
which  is  registered  with  or  for  which  a  license  has  been  obtciined  from  an 
appropriate  jurisdiction. 

Under  part  three,  there  must  be  a  written  agreement  between  the  parties. 

It  is  safe  to  say  we  could  fill  volumes  about  why  we  need  this  legislation  and  why 
independent  contractors  are  important  to  our  economy.  After  all,  isn't  "The  right  to 
start,  own,  and  manage  one's  own  business"  considered  the  American  Dream?  It  seems 
like  a  principle  we  all  automatically  assume  is  as  much  a  part  of  our  nation's  heritage 
as  the  Constitution  and  the  Bill  of  Rights.  After  all,  Thomas  Jefferson's  independent 
yeoman  farmers  were  the  forbearers  of  our  entrepreneurial  sector.  Our  nation  is  built 
upon  a  foundation  of  individual  opportunity. 

While  we  seem  to  accept  the  belief  that  there  is  a  right  to  start,  own,  and  manage 
one's  own  business,  we  have  never  had  a  formed  game  plan  to  ensure  that  right  is 
encouraged,  promoted,  and  exercised.  Just  as  an  example,  we  might  note,  despite  the 
fact  there  are  some  20  million  sole  proprietors,  partners,  and  S  Corporation  shareholders. 
Congress  has  chosen  to  permit  such  individuals  to  deduct  now  30  percent  of  their  own 
health  care  costs.   We  ask  you  —  what  signal  does  that  send  to  entrepreneurs? 

To  us,  independent  contracting  is  both  the  embodiment  of  the  American  Dream 
and  the  means  by  which  it  becomes  an  achievable  dream.  The  essence  of  the  American 
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spirit  is  individual  opportunity.  For  most  "would  be"  entrepreneurs,  the  only  asset  they 
can  bring  to  their  new  business  is  their  own  skills.  Few  small  businesses  start  out  with 
the  venture  capital,  informal  or  formal,  to  open  their  business  on  day  one,  complete  with 
employees,  assets,  suppliers,  and  customers.  Independent  contractor  status  is,  in  fact, 
the  first  step  on  the  small  business  ladder.  The  risk  of  becoming  an  independent 
contractor  is  a  very  Limited  but  direct  risk.  If  I  fail,  1  do  not  eat.  I  do  not  have  the 
comfort  of  punching  a  time  clock  and  knowing  the  check  wUl  be  there  on  payday.  But 
if  I  am  a  success,  I  do  not  carry  the  burden  of  that  time  clock  on  my  back.  We  are  sure 
that  few  individual  independent  contractors  want  to  remain  one-person  operations,  but 
that  is  clearly  the  avenue  of  opportunity. 

Sadly,  the  chasm  between  the  rhetoric  of  embracing  small  business  and  promoting 
it  through  meaningful  pubhc  policy  is  a  wide  one.  This  has  been  most  evident  in  the 
government's  past  history  on  the  use  of  independent  contractors  by  other  small 
businesses.  In  short,  the  policy  has  been  to  aggressively  reclassify  independent 
contractors  as  employees.  We  can  only  speculate  as  to  the  various  reasons  for  this 
policy,  but  we  are  certain  it  is  not  based  on  the  presumption  that  independent 
contractors  represent  the  achievement  of  the  American  Dream. 

Suffice  it  to  say,  we  firmly  believe  the  only  way  to  put  this  long  standing  debate 
to  rest  is  for  the  Congress  to  establish  classification  standards  —  any  other  solution  is  just 
window  dressing. 

Thank  you  for  the  opportunity  to  discuss  these  important  priorities. 
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Chairman  BOND.  Mr.  Thayer. 

STATEMENT  OF  BENNIE  L.  THAYER,  PRESIDENT,  NATIONAL 
ASSOCIATION  FOR  THE  SELF-EMPLOYED,  WASHINGTON,  D.C. 

Mr.  Thayer.  Thank  you,  Mr.  Chairman. 

I  appreciate  the  opportunity  of  being  here  today  and  I  am  here 
also  as  the  implementation  chair  for  the  northeastern  region  for 
the  White  House  Conference  on  Small  Business.  And  I  come  to  that 
job  because  of  being  a  business  person  all  but  3V2  years  of  my  adult 
life. 

And  in  that  capacity  I  would  certainly  say  to  Senator  Burns, 
were  he  here,  that  one  sure  way  to  join  the  ranks  of  us  who  get 
audited  is  to  continue  to  talk  about  oversight  in  terms  of  the  IRS. 

But  if  you  could  convey  that  to  him,  if  you  would. 

Chairman  Bond.  I  am  sure  that  somebody  else  will  get  the  word 
to  him,  he  will  find  out  tomorrow. 

[Laughter.] 

Mr.  Thayer.  Let  me  say.  Senator,  that  we  at  the  NASE  vigor- 
ously support  many  of  the  statements  that  were  made  earlier  here 
today  by  Senator  Nickles  regarding  independent  contractors  and 
certainly  those  statements  made  by  others  regarding  estate  and 
gift  taxes. 

Because  of  those  statements  that  have  been  made  I  am  going  to 
focus  my  remarks  here  today  on  three  areas  if  you  will:  the  health 
insurance  deduction  for  the  self-employed,  the  home  office  tax  de- 
duction which  John  has  alluded  to,  and  thirdly,  direct  expensing. 

As  you  alluded  to  much  earlier,  and  which  was  pointed  out  much 
earlier  by  the  previous  panel  that  was  here,  the  tax  health  insur- 
ance deduction  for  the  self-employed  that  is  a  matter  of  equity,  in 
terms  of  attempting  to  obtain  a  100  percent  deduction,  was  the  No. 
5  issue  at  the  White  House  Conference  on  Small  Business. 

While  we  appreciate  the  action  that  was  taken  earlier  this  year 
in  the  reinstatement  of  the  25  percent  deduction  retroactively  to 
1994  and  the  raising  of  it  to  30  percent  in  1995,  we  still  say  to  you, 
very  emphatically,  that  we  still  want  a  level  playing  field.  You  give 
us  the  right  to  have  the  level  playing  field  and  we  feel  that  you  will 
solve  tremendously  the  problem  of  the  uninsured  in  America  by 
simply  offering  that  right  to  those  of  us  who  happen  to  be  self-em- 
ployed. 

I  will  go  to  the  one  that  John  alluded  to.  Certainly  the  home  of- 
fice tax  deduction.  The  NASE  is  proud  of  the  fact  that  we  have 
spearheaded  an  effort  of  over  30  trade  associations  in  support  of 
legislation  to  reform  the  tax  treatment  of  the  home  office  expenses. 
We  strongly  support  S.  327  which  is  the  Home  Office  Deduction  Act 
and  I  am  certain  that  you  are  familiar  with  it,  because  you  joined 
as  a  co-sponsor  of  that  and  we  certainly  appreciate  your  co-sponsor- 
ship of  that  act. 

S.  327  shows  an  appreciation  for  the  conveniences  that  home 
based  businesses  offer  American  families.  A  home  based  business 
provides  a  spouse — and  I  would  point  out  here  especially  a  single 
parent  if  one  happens  to  be  a  single  parent — the  emotional  benefits 
of  taking  care  of  his  or  her  children  at  home  while  at  the  same 
time  earning  money. 


135 

In  addition,  the  measure  is  an  excellent  response  to  the  current 
spate  of  corporate  downsizing  which  has  resulted  in  layoffs  of  tens 
of  thousands  of  workers  as  you  very  well  know  around  America. 
And  they,  like  many  other  people,  are  now  attempting  to  live  the 
American  dream  by  simply  starting  their  own  business  which  is 
something  that  I  truly  started  some  30-plus  years  ago  and  I  would 
like  to  see  other  Americans  have  that  ability. 

And  you  can  only,  in  many  instances  given  the  limitations  of  cap- 
ital access  to  capital,  do  that  in  many  instances  from  a  home  base. 
So  let  us  give  them  equity  in  terms  of  the  home  based  deduction. 

Direct  expensing.  The  NASE  has  led  a  long-standing  position.  We 
have  had  a  long-standing  position  of  support  for  a  substantial  in- 
crease in  the  amount  of  equipment  a  small  business  may  deduct  in 
the  year  of  purchase.  The  NASE  strongly  recommends  that  the 
Senate  include  a  substantial  increase  in  the  direct  expensing  allow- 
ance as  part  of  its  version  of  the  tax  component  of  the  budget  rec- 
onciliation package  for  fiscal  year  1996. 

Now,  the  White  House  Conference  delegates  reached  for  the  pie 
in  the  sky  and  the  figure  was  very,  very  large  as  I  am  sure  has 
been  reported  to  you.  But  certainly  we  can  endorse  the  figures  that 
are  being  talked  about  now.  We  feel  that  taking  it  to  the  $30,000 
level  from  its  present  $17,500  level  is  certainly  something  that  the 
Senate  should  consider. 

Moreover,  the  expensing  allowance  is  important  because  it  helps 
mitigate  the  need  for  small  firms  to  keep  complex  depreciation 
records  with  respect  to  its  equipment  purchases.  We  can  do  it  in 
the  first  year  and  it  just  simply  makes  sense  to  do  it  that  way. 

I  thank  you  for  the  opportunity  of  appearing  here  today  and  look 
forward  to  responding  to  any  questions  you  might  have. 

[The  prepared  statement  and  attachment  of  Mr.  Thayer  follow:] 
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Bennie  L.  Thayer  -  President  of  the  National  Association  for  the  Self-Employed 

Chairman  Christopher  S.  Bond,  Ranking  Member  Dale  Bumpers,  and  members  of  the 
Senate  Small  Business  Committee,  thank  you  for  inviting  me  to  testify  today  on  small 
business  tax  issues  and  the  1995  budget  reconciliation  package.   My  name  is  Bennie  L. 
Thayer,  President  of  the  National  Association  for  the  Self-Employed  and  I  am  pleased  to 
testify  on  the  health  insurance  deduction  for  the  self-employed,  the  home  office  tax 
deduction,  independent  contractor  status,  direct  expensing,  and  estate  and  gift  taxes. 

I  wish  to  commend  Chairman  Bond  and  the  other  Committee  members  for  holding 
this  very  important  hearing  on  these  topics  of  strong  interest  to  the  small  business 
community.   The  hearing  is  particularly  timely  given  the  Senate  Finance  Committee  is 
expected  to  act  on  a  major  "tax  cut"  bill  over  the  next  few  weeks.   We  are  very  pleased  that 
the  Small  Business  Committee  intends  to  share  this  hearing  record  with  the  Finance 
Committee.    Of  the  320,000  small  business  members  of  the  NASE,  88  percent  of  our 
members  have  5  or  fewer  employees.   We  find  that  tax  legislation  and  regulatory  burdens  are 
the  major  issues  of  concern  to  our  members.    The  policy  issues  of  importance  to  the  NASE 
membership  are  echoed  in  the  recommendations  of  the  June  1995  White  House  Conference 
on  Small  Business. 

The  NASE's  number  one  long-term  policy  objective  is  for  Congress  to  increase  the 
health  insurance  deduction  for  the  self-employed  to  100  percent.   The  nearly  2000  delegates 
to  the  WHCSB  voted  to  make  the  self-employed 's  health  insurance  deduction  the  number  five 
conference  recommendation  overall.    Similarly,  NASE  members  vigorously  support 
clarification  of  the  tax  treatment  of  independent  contractor  status,  reduction  in  the  estate  and 
gift  tax  burden,  and  home  office  deduction  reform.    These  three  issues  were  voted,  out  of  all 
the  top  conference  recommendations,  number  one,  four  and  twenty  respectively  by  the 
WHCSB  delegates.   Moreover,  while  we  support  an  increase  in  the  direct  expensing 
allowance,  the  WHCSB  delegates  adopted  the  direct  expensing  issue  as  number  32  out  of  all 
final  conference  recommendations. 

The  Health  Insurance  Deduction  for  the  Self-Employed 

The  NASE  appreciates  the  action  taken  earlier  this  year  to  reinstate  the  health 
insurance  deduction  for  tax  year  1994  and  to  increase  the  deduction  permanently  to  30 
percent  for  1995  and  all  tax  years  thereafter.    By  making  this  health  insurance  deduction 
permanent,  Congress  has  lessened  the  uncertainty  surrounding  a  small  business  person's 
ability  to  implement  a  proper  business  and  financial  plan.   However,  for  reasons  that  the 
members  of  the  Senate  Small  Business  Committee  can  appreciate,  we  strongly  urge  Congress 
to  go  the  next  step  -  and  make  the  health  insurance  premiums  paid  by  a  self-employed 
individual  fiilly  deductible;   that  is.  Congress  should  increase  the  deduction  to  100  percent. 
We  view  100  percent  deductibility  of  health  insurance  premiums  as  an  issue  of  paramount 
importance  to  the  membership. 

Current  inequities  in  the  federal  tax  law  make  it  more  difficult  for  the  self-employed 
to  be  able  to  afford  health  insurance.    It  has  been  a  long-standing  practice  under  the  tax  law 
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that  corporations  have  been  permitted  to  deduct  all  of  the  health  insurance  premiums  paid  on 
behalf  of  their  employees.    However,  it  wasn't  until  1986  that  Congress  attempted  to  rectify 
to  any  degree  the  disparity  in  the  tax  treatment  of  health  care  expenses  between 
unincorporated  businesses  and  corporations.    Beginning  in  1986  and  continuing  through  the 
end  of  1994,  self-employed  persons  had  been  permitted  to  deduct  25  percent  of  their  health 
insurance  premium  costs  from  their  taxes.   But  this  still  means  that  a  self-employed 
individual  purchases  a  health  care  policy  at  a  higher  cost  because  they  effectively  pay  for  the 
policy  with  after-tax  dollars,  while  an  employee  of  a  large  corporation  has  their  policy  paid 
for  with  pre-tax  dollars.    This  situation  does  not  change  to  any  serious  degree,  even  when 
taking  into  account  Congress'  action  in  199S  to  permanently  increase  the  health  insurance 
deduction  to  30  percent. 

The  100-percent  deduction  is  not  only  important  for  tax  equity  puiposes,  but  it  would 
also  greatly  assist  the  self-employed  in  the  purchase  of  health  insurance.   Nearly  three 
million  self-employed  individuals  are  currently  uninsured.   Many  small  firms  can't  afford  to 
cover  themselves  or  their  dependents.   If  a  self-employed  individual  could  deduct  the  full 
cost  of  health  care  coverage,  the  number  of  uninsured  Americans  should  decrease 
dramatically.   If  Congress  really  wants  to  increase  health  insurance  coverage  of  small 
businesses  and  their  employees,  studies  show  that  a  full  deduction  is  the  most  fair  and 
effective  way  to  do  it. 

The  Home  Office  Tax  Deduction 

The  NASE  is  spearheading  an  effort  by  30  trade  associations  in  support  of  legislation 
to  reform  the  tax  treatment  of  home  office  expenses.   The  coalition  strongly  supports  S.  327, 
the  Home  Office  Deduction  Act,  which  has  been  introduced  by  Senator  Orrin  Hatch  and 
cosponsored  by  21  Senators.   With  respect  to  the  members  of  the  Senate  Small  Business 
Committee,  we  wish  to  particularly  thank  Senator  Lieberman  who  is  an  original  cosponsor 
of  S.  327,  and  Chairman  Bond  and  Senator  Mack  who  have  joined  as  cosponsors.   The  bill  is 
concq)tually  similar  to  the  home  office  deduction  provisions  contained  in  the  recently  passed 
House  tax  bill  ~  H.R.  1215,  the  Contract  With  America  Tax  Relief  Act  of  1995. 

According  to  a  1994  survey  by  the  LINK  Resources  Corporation,  over  43  million 
people  now  do  some  portion  of  their  work  at  home,  a  iigure  which  includes  self-employed 
persons,  telecommuters,  and  individuals  with  employee  status.    Based  on  the  number  of  1993 
tax  returns  reporting  the  payment  of  federal  self-employment  tax,  there  are  about  12.4 
million  self-employed  individuals  in  the  United  States.'   Over  7  million  people  operate  home- 
based  businesses.^   By  fostering  home-based  businesses.  Congress  would  be  taking  steps  to 
increase  productivity  and  spur  economic  growth.    Home  offices  are  popular  in  the  1990's 
because  they  make  sense  for  businesses,  families,  and  individuals. 


'IRS  Stiitistics  of  Income,  preliminary  (unpublished)  1993  individual  income  tax  return  statistics. 

The  State  of  Small  Business:    A  Report  of  the  President,  U.S.  Small  Business  Administration,  1993,  page 
336.    While  Footnote  1  is  based  on  IRS  statistics  of  income  data,  the  State  of  Small  Business  Report  information 
utilizes  Congressional  Budget  Office  data. 
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The  corporate  downsizings  occurring  throughout  the  country  have  put  tremendous 
pressure  on  the  lifestyle  of  the  average  American  family.   This  situation  has  resulted  in  fewer 
jobs  being  offered  through  large  companies.   It  has  become  an  issue  of  necessity  for  both 
spouses  to  work  in  order  to  "make  ends  meet"  for  many  American  families.   Home-based 
businesses  have  grown  in  importance,  in  part,  both  as  a  response  to  these  corporate 
downsizings  and  as  a  means  of  providing  work  force  flexibility.   A  home  business  provides 
one  spouse  with  the  option  of  staying  home  with  the  children  and  the  ability  to  earn  an  extra 
income  at  the  same  time. 

S.  327  provides  much  needed  clarification  to  the  small  business  community  regarding 
the  availability  of  the  home  office  deduction.   Among  other  objectives,  the  legislation 
provides  for  reform  of  the  home  office  tax  deduction  in  light  of  the  1993  U.S.  Supreme 
Court  decision  in  the  IRS  Commissioner  v.  Soliman  case.   This  case  substantially  narrowed 
the  availability  of  the  home  office  deduction  to  America's  small  business  community. 

The  Soliman  decision  revolves  around  the  definition  of  "principal  place  of  business. " 
Under  this  U.S.  Supreme  Court  holding,  an  anesthesiologist  was  found  not  to  be  entitled  to  a 
home  office  deduction  because  the  doctor's  principal  place  of  business  was  determined  by  the 
court  to  be  the  hospitals  where  the  doctor  performed  services  for  patients.   The  court  ruled  in 
this  fashion  even  though  the  anesthesiologist  saw  patients  in  several  hospitals,  none  of  which 
provided  him  with  an  office.   The  doctor  contact^  patients,  set  up  appointments,  did 
billings,  and  kept  his  business  records  at  the  home  office. 

In  effect,  the  Supreme  Court  seems  to  be  requiring  two  new  tests  in  order  for  an 
individual  to  qualify  for  the  deduction.   The  court  decision  effectively  requires  (1)  the 
customers  of  a  home  business  to  physically  visit  the  home  offlce  and  (2)  that  the  business 
income  be  generated  within  the  home  office  itself  ~  not  from  transactions  that  occur  outside 
the  office. 

The  NASE  firmly  believes  the  holding  in  the  Soliman  case  to  be  extremely 
shortsighted  ~  especially  since  the  decision  ignores  the  way  business  is  conducted  today. 
Offices  have  changed  dramatically  in  the  last  twenty  years.    That  is,  personal  computers, 
facsimile  machines,  computer  networks,  and  overnight  delivery  services  have  made  it 
unnecessary  to  bring  customers  through  the  home'office.   The  holding  is  also  shortsighted  as 
local  zoning  ordinances  often  prohibit  home-based  businesses  from  bringing  customers  to  the 
home  office. 

The  Soliman  decision  creates  significant  problems  for  a  broad  range  of  industries  and 
professions.    The  list  of  people  potentially  losing  the  deduction  includes  independent  sales 
representatives,  plumbers,  electricians,  remodeling  specialists,  home  builders,  veterinarians, 
travel  agents,  and  others.    Now,  as  a  result  of  Soliman,  these  business  persons  must 
effectively  bring  customers  through  the  home  office  in  order  to  qualify  for  the  deduction. 


By  holding  that  the  home  office  must  itself  generate  revenue,  the  Soliman  decision 
effectively  treats  the  administrative  activities  of  the  business  as  unimportant.   That  is,  the 


139 


Soliman  holding  serves  to  minimize  the  importance  of  the  recordkeeping  and  bookkeeping 
functions  of  the  business,  as  well  as  its  tax  and  regulatory  compliance  activities.    Ironically, 
it  is  the  government  itself,  notably  the  IRS,  which  generates  the  demand  for  many  of  these 
activities. 

This  problem  is  clearly  addressed  by  S.  327.   The  entrepreneur's  home  office  would 
qualify  under  the  Act  as  a  principal  place  of  business  (and  thus,  be  eligible  for  the  home 
office  deduction)  if:  (A)  the  taxpayer  conducts  his  essential  administrative  or  management 
activities  at  the  home  office;   (B)  such  activities  are  conducted  at  the  home  office  on  a 
regular  and  systematic  basis;   and  (C)  the  home  office  is  the  only  office  utilized  by  the 
business  person. 

S.  327  shows  an  appreciation  for  the  conveniences  home-based  businesses  offer 
American  families.   A  home-based  business  provides  a  spouse  (including  a  single  parent)  the 
emotional  benefits  of  taking  care  of  his  or  her  children  at  home  while  earning  money  at  the 
same  time.   In  addition,  as  described  above,  the  measure  is  an  excellent  response  to  the 
current  spate  of  corporate  downsizings  which  have  resulted  in  the  layoffs  of  tens  of  thousands 
of  workers.    They,  like  many  other  people,  are  now  attempting  to  live  the  American  dream 
by  starting  businesses  out  of  their  homes. 

Independent  Contractor  Status 

Many  of  our  members  consider  themselves  to  be  independent  contractors  or  persons 
who  utilize  the  skills  of  independent  contractors  on  a  regular  basis.    It  is  for  this  reason  that 
the  NASE  commends  Chairman  Bond  and  the  other  Committee  members  for  addressing  as 
part  of  this  hearing  an  issue  of  major  concern  to  the  small  business  community. 

Today's  discussion  is  critical  in  terms  of  setting  the  stage  for  a  thorough  review  by 
Congress  of  the  importance  of  independent  contractors  to  the  U.S.  economy  of  the  nineteen 
nineties.    The  NASE  is  strongly  supportive  of  H.R.  1972,  the  Independent  Contractor  Tax 
Simplification  Act  of  1995,  introduced  by  Representative  Jon  Christensen  and  13  other  House 
Ways  and  Means  Committee  members.   H.R.  1972  has  garnered  over  120  cosponsors. 

The  small  business  community  has  long  supported  clarification  of  independent 
contractor  status.    This  support  has  been  largely  fueled  by  the  vigorousness  and  intensity  of 
IRS  payroll  tax  audits  over  the  years,  which  have  focussed  on  employment  classification 
issues.    Unfortunately,  these  audits  have  been  used  by  the  IRS  to  reclassify  individuals  who 
ordinarily  consider  themselves  to  be  independent  contractors  as  employees,  thereby  stifling 
entrepreneurship  and  risktaking. 


In  beginning  its  independent  contractor  investigation  today,  the  Committee's  analysis 
of  the  issue  should  be  based  on  a  policy  objective  of  trying  to  accommodate  changes  in  the 
U.S.  and  global  economies  toward  more  ~  not  less  -  flexibility  in  employment  and 
contracting  arrangements.    Today,  more  than  ever,  as  large  companies  downsize,  more  and 
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more  people  are  reentering  the  woik  force  by  putting  their  name  on  a  "shingle"  and  going 
into  business  for  themselves  ~  many  as  indq>endent  contractors. 

To  make  decisions  on  employment  classifications,  the  IRS  uses  a  list  of  20  questions, 
derived  from  common  law  precedents  dating  back  to  the  Magna  Carta  era,  relating  to  the 
relationship  between  an  employer  and  a  contractor/employee.   This  20-factor  test  centers 
around  an  analysis  of  the  degree  to  which  a  service  recipient  has  control  over  a  worker  and 
the  services  provided  by  that  worker. 

Not  only  is  this  20-factor  test  antiquated,  but  the  NASE  and  others  in  the  small 
business  community  agree  with  the  Treasury  Dq)artment  when  it  calls  this  20-factor  test 
subjective.   In  testimony  before  the  House  Government  Operations  Committee  in  1993, 
Treasury  Dq)uty  Benefits  Tax  Counsel  J.  Maik  Iwry  stated  that  the  20-factor  test  has  been 
"criticized  as  leading  to  imprecise  and  unpredictable  results. . .  "^ 

We  understand  that  in  the  vast  majority  of  audit  cases,  the  IRS  has  reclassified  the 
independent  contractor  as  an  employee.   This  scenario  typically  causes  the  business  which 
hired  the  independent  contractor  to  face  costly  fines  and  penalties.   This  results  in  a  negative 
"domino  effect"  on  small  business: 

1)  First,  the  businesses  that  utilize  independent  contractors  to  perform  short-term 
projects  or  provide  consulting  expertise  become  leery  of  utilizing  independent 
contractors. 

2)  Second,  this  then  has  a  direct  impact  on  the  indq)endent  contractors  themselves  who 
see  businesses  shying  away  from  their  services  because  of  the  fear  of  being  audited. 

Section  530  of  the  Revenue  Act  of  1978  was  the  last  time  Congress  passed  broad 
legislation  addressing  the  issue  of  who  is  an  indq)endent  contractor  and  who  is  an  employee. 
Although  Section  530  clearly  has  flaws,  it  does  provide  employers  with  a  safe  harbor  for 
determining  who  is  an  independent  contractor.   The  statute  also  imposes  a  moratorium  on 
any  IRS  regulations  involving  indq>endent  contractor  status. 


This  existing  law  provides  employers  with  relief  from  potential  ERS  reclassification  of 
a  firm's  independent  contractors  as  employees  by  prohibiting  the  IRS  from  reclassifying  such 
workers  if  the  employer  has  a  reasonable  basis  for  it  treatment  of  the  workers  as  independent 
contractors.  A  reasonable  basis  includes  reliance  on  (1)  judicial  precedent  or  IRS  rulings,  (2) 
a  past  ERS  audit  in  which  there  was  no  assessment  attributable  to  employment  taxes,  and  (3) 
a  long-standing  industry  practice  in  treating  the  workers  as  indq)endent  contractors. 

The  NASE  recognizes  that  improvements  can  be  made  to  Section  530  -  but  our 


'Mr.  J.  Mark  Iwiy,  Deputy  Benefiti  Tax  Counsel,  Department  of  the  Treasuiy  before  the  Subcommittee  on 
Commerce,  Consumer  Afhirs,  Committee  on  Government  Operations,  U.S.  House  of  Representatives,  June  8, 
1993,  page  1. 
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definition  of  improvements  in  the  law  are  likely  to  be  the  direct  opposite  of  the  IRS'  view. 
The  IRS  wants  Section  530  repealed,  including  elimination  of  the  provision  which  prohibits 
the  agency  from  issuing  regulations  on  independent  contractor  status. 

Any  improvements  made  to  Section  530  should  be  based  on  the  premise  of  fostering 
the  nation's  entrepreneurial  base  ~  and  not  look  for  ways  to  impede  the  availability  of 
independent  contractor  status.    In  the  absence  of  clear  and  unambiguous  safeguards  built  into 
any  new  independent  contractor  law,  should  Congress  provide  the  IRS  with  broad  authority 
to  issue  regulations  ~  we  believe  that  such  a  grant  of  authority  could  be  equivalent  to 
"putting  the  fox  in  charge  of  the  hen  house. " 

H.R.  1972  is  a  positive  initiative  for  small  business  in  general  and  independent 
contractors  in  specific.    The  bill  strikes  a  positive  balance  between  the  needs  of  the  small 
business  community,  the  nation's  economy,  and  the  tax  administration  process  —  and  the  bUI 
accomplishes  this  without  providing  the  IRS  with  carte-blanche  authority  to  issue  independent 
contractor  regulations. 

Direct  Expensing 

The  NASE  has  had  a  long-standing  position  of  support  for  a  substantial  increase  in  the 
amount  of  equipment  a  small  business  may  deduct  in  the  year  of  purchase.    The  ability  of  a 
small  business  person  to  take  an  immediate  write-off  of  his  or  her  equipment  purchases  in  the 
year  of  purchase  is  commonly  referred  to  as  "direct  expensing"  or  the  "expensing" 
allowance.    Our  long-standing  position  on  this  issue  is  consistent  with  the  results  of  the 
White  House  Conference  on  Small  Business,  in  which  the  nearly  2,000  small  business 
delegates  made  a  substantial  increase  in  the  expensing  allowance  a  major  policy 
recommendation. 

Under  current  law,  a  small  business  taxpayer  is  permitted  to  directly  expense  up  to 
$17,500  in  equipment  that  he  or  she  has  purchased  and  placed  in  service  for  the  tax  year. 
The  Contract  With  America  Tax  Relief  Act  (H.R.  1215)  increases  the  expensing  allowance  to 
$22,500  for  1996,  and  to  $35,000  by  1999. 

The  NASE  strongly  recommends  that  the  Senate  include  a  substantial  increase  in  the 
direct  expensing  allowance  as  part  of  its  version  of  the  tax  component  of  the  budget 
reconciliation  package  for  fiscal  year  1996.   We  believe  an  increase  in  the  expensing 
allowance  is  important  because  it  lowers  the  cost  of  capital  for  small  business.   Moreover, 
the  expensing  allowance  is  important  because  it  helps  mitigate  the  need  for  a  small  firm  to 
keq)  complex  depreciation  records  with  respect  to  its  equipment  purchases. 


Estate  and  Gift  Taxes 

The  NASE's  members  have  made  it  clear  that  the  issue  of  reducing,  or  even 
eliminating,  the  estate  and  gift  tax  is  extremely  important  to  them  and  their  families.   The 
delegates  to  the  WHCSB  echoed  this  sentiment  by  making  it  the  number  four  issue  at  the 
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conference.   The  delegates  stated,  "The  negative  effect  on  small  business,  and  others,  far 
exceeds  the  net  income  to  government  when  all  administrative  costs  to  individuals,  businesses 
and  government  are  considered. " 

The  NASE  supports  Sen.  Dole's  American  Family-Owned  Business  Act  (S.  1086), 
legislation  that  would  exempt  up  to  $1.5  million  in  family  business  assets  from  a  deceased 
business  owner's  estate,  and  one-half  of  the  family  business  assets  in  excess  of  the  $1.5 
million  level  iiom  his  or  her  estate.   Also  under  the  legislation,  the  current  $600,000  estate 
and  gift  tax  exclusion  and  the  unlimited  marital  deduction  would  remain  in  effect  and 
available  for  estate  planning  puiposes.    This  measure  would  drop  the  estate  tax  rate  to  a 
maximum  27.5  percent  instead  of  the  current  55  percent  rate.   S.  1086  currently  has  40 
Senate  cosponsors,  5  of  whom  are  from  the  Senate  Small  Business  Committee. 

In  the  eyes  of  the  government,  there  are  two  underlying  objectives  to  the  estate  and 
gift  tax  exemption.   First,  it  serves  as  a  "wealth  equalizing  function."   The  estate  and  gift  tax 
exemption  generally  allows  a  husband  and  wife  to  pass  $1.2  million  in  family  assets  to  their 
children  without  being  subject  to  estate  and  gift  taxes,  as  each  spouse  is  entitled  to  a 
$600,000  exemption.   The  families  of  decedents  that  have  more  than  $1.2  million  must 
generally  pay  some  taxes  which  reduces  the  wealth  of  the  younger  generation  equalling  out 
the  playing  field  between  the  classes. 

The  second  function  of  the  estate  and  gift  tax  exemption  is  to  simplify  the  Tax  Code. 
According  to  a  Congressional  Research  Service  report,   97.5  percent  of  the  U.S.  population 
has  family  or  personal  assets  of  under  $600,000.   This  exemption  enables  the  IRS  to  save 
time  and  money  by  eliminating  the  need  to  process  estate  tax  returns  with  marginal  revenue 
consequences  ~  as  the  majority  of  decedents  have  little  or  no  property  and  many  even  have  a 
negative  net  worth  upon  death. 

A  Wall  Street  Journal  article  that  appeared  last  May  stated  that  "nine  out  of  10 
successors  whose  family  business  failed  within  three  years  of  the  principal  owner's  death  said 
trouble  paying  estate  taxes  contributed  to  the  company's  demise,"  according  to  a  survey 
conducted  by  Prince  &  Associates  of  Connecticut.   Tlie  article  also  cited  the  Center  for  the 
Study  of  Taxation  saying  that  a  repeal  of  the  estate  and  gift  taxes  would  increase  U.S. 
employment  by  228,000  jobs  by  the  year  2000. 

The  NASE  supports  Senator  Dole's  bill  and  an  increase  in  the  estate  and  gift  tax 
exemption  threshold.   This  initiative  would  provide  many  small  businesses  with  a  better 
chance  of  survival  after  the  primary  owner  has  passed  away.   We  urge  the  Senate  to  include 
a  reduction  in  the  estate  and  gift  tax  burden  on  family-owned  businesses  as  part  of  the  budget 
reconciliation  package. 
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Much  has  been  written  about  the  millions  of  Ameincans  without  health  insurance,  but 
little  is  noted  about  one  of  the  biggest  reasons;  unfair  federal  tax  policy. 

Since  January  1,  1993,  self-employed  Americans  have  not  been  able  to  deduct  any 
portion  of  their  health  insurance  premiums  from  their  federal  income  taxes.  Loss  of 
this  deduction  represents  a  minuscule  savings  to  the  federal  budget,  but  financially 
affects  thousands  of  hard-working  Americans. 

That's  why  the  National  Association  for  the  Self-Employed  —  representing  more  than 
300,000  such  Americans  —  commissioned  a  noted  economist  to  determine  how  the 
loss  of  this  deduction  impacts  self-employed  Americans  who  pay  for  their  own  health 
insurance. 

The  study's  conclusion:  400,000  Americans  will  no  longer  be  able  to  afford  their 
health  insurance  because  federal  tax  policy  makes  it  more  expensive. 

Thousands  of  Americans  are  suffering  because  Congress  has  failed  to  fulfill  a  promise 
it  repeatedly  made  to  self-employed  Americans  —  fair  and  equal  tax  treatment. 

Self-employed  Americans  create  jobs.  Many  large  businesses  started  in  a  garage  or 
a  basement.  These  same  self-employed  preserve  jobs  —  laid-off  workers  of  big 
companies  often  re-enter  the  work  force  as  an  entrepreneur. 

Yet,  these  are  the  very  people  whom  our  elected  officials  say  no  longer  deserve  a  tax 
break  when  buying  health  insurance.  While  it  is  true  that  Congress  and  the  President 
have  indicated  they  plan  to  restore  a  partial  deduction  for  the  self-employed,  this  tax 
break  would  only  be  effective  until  December  31,  1993. 

Next  year,  the  financial  pain  begins  anew.  We  challenge  any  group  to  tell  us  why 
self-employed  Americans  should  not  receive  permanent,  equal  tax  treatment  when 
paying  for  health  insurance  premiums. 

As  you  read  this  report,  I'm  sure  you'll  reach  the  same  conclusion  we  did:  the  time 
to  talk  about  tax  fairness  is  over,  the  time  act  it  is  NOW. 


Sincerely  yours. 


nnie  L.  Thayer 
!'hairman.  National  Association  for  the  Self-Employed 
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Estimating  the  Number 
of  Persons  Affected  by 
the  Elimination  of  the 
25  Percent  Income 
Tax  Deduction  for 
Health  Insurance 
Premiums 

Executive  Summary 

Beginning  July  1,  1992,  the  25  percent  deduction 
allowance  for  health  insurance  premiums  from  the 
income  of  self-employed  persons  came  to  an  end. 
This  raises  the  question:  "How  many  persons  will 
become  uninsured  because  of  the  elimination  of 
this  25  percent  income  tax  deduction?" 

The  answer,  based  on  estimates  drawn  from  analysis 
of  statistics  from  the  1991  Current  Population  Survey, 
and  published  economic  research,  is  295.000  self- 
employed  persons  will  stop  purchasing  health  insurance. 
Because  some  of  these  have  dependents,  a  total  of  412,000 
persons,  including  1 17,000  children  under  18,  will  join  the 
ranks  of  the  uninsured. 
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Introduction 

Prior  to  July  1.  1992,  self-employed  persons  were  allowed 
to  deduct  25  percent  of  their  health  insurance  premiums 
from  their  income  before  calculating  their  income  tax. 
Elimination  of  the  deduction  on  July  1,  1992,  has  the  effect 
of  increasing  the  after-tax  price  of  health  insurance  for  the 
self-employed  who  subscribe.  Since  an  increase  in  average 
price  of  an  "economic  good"  typically  results  in  a  decline 
in  demand,  it  is  likely  that  some  of  the  self-employed  will 
discontinue  their  health  insurance  thereby  entering  the  ranks 
of  the  "uninsured".  The  question  of  importance  is.  "How  many 
persons  will  become  uninsured  because  of  the  elimination  of 
the  25  percent  income  tax  deduction?" 


This  report  begins  with  ar.  estimate  of  the  self-employed  health 
insurance  coverage  prior  to  the  change  in  the  tax  law  on 
July  1,  1992.  Next,  it  reviews  the  price  elasticity  research  and 
estimates  an  elasticity  for  computing  the  change  in  coverage. 
The  next  section  determines  the  effective  change  in  price  caused 
by  the  elimination  of  the  25  percent  credit.  Finally,  the  report 
combines  the  coverage,  price  elasticity  and  price  change  to 
calculate  the  change  in  number  of  insured  citizens. 
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Previous  Health  Insurance  Coverage 

The  25  percent  income  tax  deduction  was  available  only  to  those  persons  who  were  self-employed 
(sole  proprietorship,  partnership,  or  "S"  corporation). 

Thus,  the  change  in  the  tax  law  will  affect  only  that  portion  of  the 
population  that  is  self-employed  and  has  health  insurance  coverage. 

We  begin  by  defining  the  number  of  self-employed  workers  with  health  insurance  and  then  extend 
that  to  the  number  of  persons  having  coverage  through  self-employed  workers. 

Analysis  of  the  1991  Current  Population  Survey^  reveals  that  there  were  12.6  million  self- 
employed  workers  of  whom  9.6  million  (76.7  percent)  had  private  health  insurance.  Of  these, 
6.2  million  (49. 1  percent)  have  employer  provided  coverage. 

Further  analysis  of  the  1991  Current  Population  Survey'  shows  that  there  were  17.6  million 
self-employed  workers  and  dependents  with  health  insurance.  These  dependents  are  almost 
entirely  children  under  18^  Since  there  were  12.6  million  self-employed,  this  equals  1.4  persons 
per  self-employed  worker  with  health  insurance. 

Price  Elasticity  of  Demand  for  Health  Insurance 

Economists  use  the  term  "price  elasticity"  to  denote  the  change  in  purchases  that  accompany 
a  change  in  prices.  Not  surprisingly,  price  elasticities  are  negative,  i.e.,  as  prices  increase, 
purchases  decline. 

The  range  of  price  elasticities  for  health  insurance  as  published  in  economic  research  journals 
varies  widely  from  a  low  of  -0.06  to  a  high  of  -0.67''.  Selecting  a  specific  elasticity  from  among 
this  wide  range  is  made  somewhat  easier  by  Holmer"s  research.  Holmer  demonstrates  that  the 
elasticities  calculated  prior  to  his  work  were  too  large  because  of  methodological  errors.  He 
reports  smaller  elasticities  than  previous  research.  His  price  elasticities  are  calculated  for  different 
income  groups;  -0.39  for  families  with  annual  incomes  below  $15,000;  -0.14  for  families  with 
incomes  from  $15,000  to  $25,000;  -0.08  for  families  with  $25,000  to  $40,000;  and  lastly,  -0.06 
for  families  with  over  $40,0(30  annual  income.  The  overall  weighted  (weighted  for  income 
distribution)  price  elasticity  is  calculated  to  be  -0.16^. 

Given  the  wide  variation  in  elasticities  among  income  groups,  calculation  of  the  appropriate 
elasticity  for  the  self-employed  who  purchase  health  insurance  requires  an  estimate  of  self- 
employed  income.  Statistics  from  the  1991  Current  Population  Survey  show  that  employer- 
provided  health  insurance  coverage  is  related  to  family  income.  The  greater  a  family's  income, 
the  more  likely  it  is  to  have  employer-provided  private  health  insurance.  Families  with  incomes 
under  $6,000  have  coverage  of  5.4  percent;  $5,000-9,999,  12.6  percent;  $10,000-14,999, 
32.7  percent;  $15,000-19,999,  43.4  percent;  $20,000  to  $29,999,  65.4  percent;  etc.^ 
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The  employer-provided  coverage  of  the  self-employed  (49.1  percent) 
is  essentially  equal  to  that  of  families  with  annual  incomes  of  $14,000 
to  19,999. 

Thus,  one  can  assume  that  this  income  level  represents  the  average  income  of  the  self-employed. 
This  income  level  is  approximately  $10,000  below  the  median  for  all  American  families.  Thus, 
Homer's  weighted  average  price  elasticity  understates  the  elasticity  for  the  self-employed  and 
needs  to  be  adjusted. 

We  can  adjust  Homer's  weighted  price  elasticity  by  changing  the  weights,  or  distribution  of 
families,  among  income  classes  based  upon  the  assumed  lower  average  income  for  the  self- 
employed.  Essentially,  this  increases  the  percentage  of  self-employed  families  at  lower  income 
levels  and  reduces  the  percentage  at  higher  income  levels.  Adjusting  the  income  distribution  of  the 
self-employed  so  as  to  reduce  the  average  income  $10,000  results  in  an  increase  in  the  weighted 
average  price  elasticity  from  -0. 16  to  -0. 19. 

Change  in  Effective  Price  of  Health  Insurance 

Tax  policy  affects  the  effective  cost  of  health  insurance  premiums 
because  some  premiums  are  paid  with  tax  deductible  dollars  and 
some  are  paid  with  after-tax  dollars. 

The  law  allows  three  different  forms  of  health  insurance  premium  payments.  First,  corporations 
that  purchase  health  insurance  for  their  employees  are  allowed  to  deduct  the  total  cost  from  their 
income  before  paying  taxes.  This  tax  deduction  effectively  decreases  the  after-tax  price  of  health 
insurance  for  those  so  insured.  Second,  self-employed  persons  could  (prior  to  July  1,  1992)  deduct 
only  25  percent  of  their  health  insurance  premiums  from  their  income  before  paying  taxes.  Thus, 
tax  policy  causes  the  after-tax  prices  of  self-employed  health  insurance  premiums  to  be  greater 
than  those  paid  by  corporate  employers.  Third,  individuals  cannot  deduct  any  health  insurance 
premiums  from  their  income  tax  so  they  have  the  greatest  after-tax  premium  prices. 

Thus,  for  any  one  health  insurance  premium  amount,  there  are  three  different  "after-tax",  or 
effective,  premium  price  groups:  ( 1 )  100  percent  tax-free  payments  by  the  employer, 
(2)  25  percent  tax  deductible  purchases  by  self-employed;  and  (3)  zero  percent  tax  deductible 
purchases  by  individuals.  Assuming  a  premium  of  $4,000,  and  taking  into  account  state  and 
federal  taxes,  including  income,  social  security,  and  Medicare  taxes  as  paid  by  the  average  middle 
class  family,  these  payments  have  been  estimated  as  53,716,  $7,075,  and  $8,214  respectively'. 

From  this,  we  can  calculate  the  increase  in  effective  premium  prices  beginning  July  1,  1992. 
With  the  removal  of  the  25  percent  tax  deduction,  the  self-employed  became  members  of  the  zero 
tax  deductible  group. 

Thus,  the  self-employed's  health  insurance  price  rose  from  $7,075  to 
$8,214.  This  is  a  increase  of  $1,139,  or  16.1  percent. 


AFTER  TAX  COST 

OF  HEALTH  INSURANCE 

FOR  INSUREDS  WITH 

DIFFERENT  TAX  STATUS 

(ASSUMES  A  $4,000  ANNUAL  PREMIUM) 


AFTER  TAX  COST  •  DOLLARS  (Thousands) 

$7,075 

$8.214 

^^^^^1 

1 

CORP.  EMPLOYEE    SELF-EMPLOYED    SELF-INSURED 
INSURED  S  TAX  STATUS 
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Estimating  the  Number  of  New  Uninsured 

The  increase  in  price  will  cause  some  self-employed  to  terminate 
health  insurance. 

Multiplying  this  16.1  percent  price  increase  by  the  price  elasticity  of  demand  (-0.19)  yields  an 
estimate  of  the  change  in  demand,  at  -3.1  percent.  The  number  of  privately  insured  self-employed 
workers  prior  to  the  tax  change  (9.5  million)  times  the  -3.1  percent  change  in  demand  equals 
-295,000  self-employed.  This  multiplied  by  the  number  of  persons  per  self-employed  (1.4)  equals 
-412,000  persons  in  total  who  will  fall  outside  the  health  insurance  system  because  of  this  change 
in  the  tax  law**.  This  412,000  persons  includes  1 17,0000  children  under  18  who  will  no  longer  have 
health  insurance  coverage. 

Thus,  412,000  persons,  295,000  self-employed  and  117,000  dependent 
children,  will  enter  the  ranks  of  the  uninsured  because  of  the  elimina- 
tion of  the  25  percent  tax  deduction  allowed  prior  to  July  1, 1992. 

SELF-EMPLOYED 
SELF-EMPLOYED  PERSONS  295,000 

AND  THEIR  DEPENDENT    - 
CHILDREN  WHO  TERMINATED 
THEIR  HEALTH  INSURANCE 
AFTER  JULY,  1992 

THE  NEWLY  UNINSURED  =  412,000  PERSONS 

The  1991  Current  Population  Survey  reports  the  results  of  a  survey  carried  out  in  March  of  1991 .  The 
questions  about  health  insurance  asked  respondents  to  describe  their  health  insurance  status  during  the  year  1990. 
Thus,  the  analysis  reported  here  is  relevant  to  health  insurance  experience  in  1990. 

"  The  statistics  reported  here  are  taken  from:  Employee  Benefit  Research  Institute,  An  EBRl  Special  Report: 
Sources  of  Health  Insurance  and  Characteristics  of  the  Uninsured.  Analysis  of  the  March,  1991  Current  Population 
Survey,  (Arlington,  VAi  EBRl)  February,  1992. 

^'    This  is  taken  from  the  EBRI  report.  Table  18,  page  40. 

"    EBRI  Report,  Table  34.  page  G3. 

"    It  is  important  to  note  that  the  negative  sign  denotes  the  direction  of  the  relationship  (increased  price  causes 
decreased  demand)  so  that  -0.67  describes  a  greater  demand  effect  per  unit  price  change  than  -0.06.  Thus,  an  elasticity  of 
-0.67  is  referred  to  as  "greater  than"  -0.06. 

*  Holmer,  Martin,  "Tax  Policy  and  the  Demand  for  Health  Insurance,"  Journal  of  Health  Economics.  Vol.  3, 
(1984),  pp.  203-221. 

^    EBRI  report.  Table  1 1 ,  page  27. 

^  This  calculation  is  taken  from  an  analysis  found  in:  Federal  Tax  Policy  and  the  Uninsured;  How  U.S.  Tax  Laws 
Deny  10  Million  Americans  Access  to  Health  Insurance,  published  by  Health  Care  Solutions  for  America,  Washington, 
D.C.,  January,  1992. 
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Chairman  Bond.  Well,  thank  you  very  much,  Mr.  Thayer. 

And  unfortunately  I  have  been  summoned  but  let  me  ask  a  cou- 
ple of  questions  before  we  go  very  quickly.  Mr.  Galles,  you  have 
heard  the  ranking  of  the  priorities  of  the  White  House  Conference 
on  Small  Business.  Do  you  have  a  similar  ranking  in  your  organi- 
zation and  where  would  tax  issues  rank  among  all  of  the  major 
Federal  Government  concerns? 

Mr.  Galles.  I  am  glad  you  asked  that  question  because  we  were 
not  happy  with  the  way  the  issues  were  ranked  at  the  White  House 
Conference.  And  the  issues  were  ranked  by  the  number  of  individ- 
ual votes  that  issues  received  and  those  that  got  to  the  top  were 
those  that  were  the  least  contentious.  They  may  have  been  the 
most  important  but  we  do  not  know  that  they  were  the  most  impor- 
tant. 

From  the  perspective  of  NSBU,  we  have  an  overwhelming  con- 
cern for  the  payroll  tax  system  in  this  country  and  the  over-reli- 
ance upon  payroll  taxes.  In  particular,  I  think  it  is  important  espe- 
cially in  the  Medicare  debate  that  is  going  on  today  we  need  to  re- 
mind people  that  the  payroll  taxes  have  been  raised  in  recent 
years.  In  1990  the  cap  on  earned  income  subject  to  the  combined 
2.9  percent  Medicare  payroll  tax  was  raised  to  $135,000  from 
$51,300.  In  1993  the  cap  was  removed  entirely.  Holders  of  corpora- 
tions organized  under  subchapter  S  have  been  forced  to  pay  both 
sides  of  this  tax,  making  for  a  substantial  tax  increase.  So  all  those 
people  out  there  that  heard  they  were  getting  tax  cuts  actually  ex- 
perienced huge  tax  increases  and  that  is  part  of  the  rage  that  small 
business  owners  are  expressing  today. 

Chairman  BOND.  I  do  not  think  there  is  anything  that  has  hit 
small  business  harder  than  the  1993  Tax  Act  that  was  designed  to 
nail  the  proprietor,  the  partner,  the  sub-S  holder.  And  I  was  not 
a  supporter  of  that. 

Mr.  Satagaj,  on  your  organization,  how  would  you  prioritize  and 
rank  on  the  tax  issues? 

Mr.  Satagaj.  Sure.  Tax  issues  actually  come  up  pretty  high.  My 
organization  was  founded  in  the  late  1970s  and  independent  con- 
tractor was  one  of  the  four  issues.  We  have  been  working  on  this 
forever.  As  I  often  tell  folks  who  have  been  working  on  this  since 
the  1970s,  my  tombstone  is  going  to  say,  still  working  on  the  prob- 
lem of  independent  contractors. 

Taxes  are  high  on  our  list.  Right  now  in  the  short  term  the  es- 
tate tax  provision,  capital  gains  and  the  home  office  deduction  and 
direct  expensing  are  our  number  one  priorities  over  the  next  month 
or  so,  absolutely. 

A  little  longer  term,  the  independent  contractor  legislation  is 
very  important.  We  are  very  involved  with  Congressman 
Christensen  and  his  bill  over  on  the  House  side  and  so  we  are  very 
delighted  that  Senator  Nickles  indicated  that  he  is  going  to  intro- 
duce it  over  here  on  the  Senate  side.  I  am  anticipating  that  we  will 
be  strong  supporters  of  his  bill. 

Chairman  Bond.  You  have  mentioned  expensing,  what  would 
you,  your  organization  say  we  should  shoot  for? 

Mr.  Satagaj.  Well,  I  will  tell  you.  In  1981,  we  were  very  involved 
with  this  when  it  was  first  introduced  and  we  went  for  $50,000 
back  then  and  we  got  ten.   So  maybe  we  should  have  gone  for 
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$200,000  like  Bennie  said  and  we  would  settle  for  50.  I  would  say 
this,  the  House  has  got  $35,000  and  to  be  perfectly  honest  and  this 
will  certainly  get  me  in  trouble  somewhere,  it  is  not  going  to  shock 
me  if  it  comes  out  at  $25,000. 

Chairman  Bond.  OK. 

And  Mr.  Thayer,  I  share  your  concerns  particularly  about  the 
nondeductibility  of  health  insurance.  I  have  made  that  point  pre- 
viously. Do  you  have  any  estimate  of  how  many  people  who  are  in 
your  organization  do  not  have,  out  of  the  three  million  self-em- 
ployed people,  individuals  without  insurance,  how  many — well,  first 
of  all,  what  percentage  of  your  organization  might  fall  into  that  cat- 
egory who  would  be  covered  if  the  premiums  for  themselves  and 
their  families  were  deductible? 

Mr.  Thayer.  We  did  a  survey.  Senator,  back  last  year  when  we 
were  struggling  at  the  forefront  of  the  fight  to  try  to  get  the  retro- 
active 25  percent.  And  we  determined  that  65  percent  of  our  mem- 
bers had  insurance  of  some  type  at  that  time. 

Of  the,  that  is  through  a  group  plan  of  some  type.  Others  had 
individual.  We  fell  about  in  the  norm  in  terms  of  those  being  unin- 
sured, some  lO-to-15  percent  of  them  were  not  insured.  We  had  a 
study  that  was  done  by — I  will  enter  it  for  the  record — but  it  was 
determined  that  the  result  of  that  study  said  that  at  least  25-to- 
30  percent  of  our  members,  if  I  am  correct,  who  were  not  insured, 
who  fell  into  that  uninsured  category  would  get  insurance  if  they 
could  deduct  it  and  deduct  100  percent  of  it. 

Chairman  Bond.  Well,  gentlemen,  thank  you  very  much  for  your 
testimony.  We  will  keep  the  record  open  and  there  may  be  addi- 
tional questions  that  other  members  of  the  committee  have  for  you. 
I  sincerely  appreciate  your  presentations  and  the  presentations  of 
all  the  witnesses  today.  The  time  has  come  for  me  to  get  on  to  the 
vote.  So  with  that,  the  hearing  is  adjourned. 

[Whereupon,  at  4:16  p.m.,  the  Committee  was  adjourned.] 
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PREPARED  STATEMENT  OF  SENATOR  LARRY  PRESSLER 

Committee  on  Small  Business 

September  20,  1995 


I  thank  the  chairman  for  holding  this  important  hearing  this  afternoon.   Taxes  are  the 
number  one  issue  facing  small  businesses  today. 

Ninety-nine  percent  of  South  Dakota  businesses  are  small  businesses.    Most  of  those 
businesses  are  family-owned  businesses  —  including  most  of  the  farms  in  South  Dakota. 
These  family-owned  businesses  touch  every  part  of  our  lives.   The  owners  provide  jobs  in  the 
community,  fill  our  prescriptions,  cut  our  hair,  work  on  our  cars,  grow  our  food  and  provide 
countless  other  services.   They  are  our  neighbors  and  friends.    You  could  be  the  owner  of  one 
of  these  farms  or  businesses.    These  family-owned  businesses  are  the  backbone  of  our 
communities. 

Since  being  elected  to  serve  in  Congress  by  these  same  friends  and  neighbors,  I've 
been  working  hard  to  make  sure  that  our  small  family-owned  businesses  continue  to  grow  and 
ser\'e  our  cities,  towns  and  rural  areas.    As  a  member  of  the  Senate  Committee  on  Finance. 
I've  authored  and  introduced  legislation  with  Senator  Dole  to  help  keep  these  businesses  in 
the  family.    This  bill  would  alleviate  the  burden  of  estate  taxes  on  family-owned  businesses, 
which  currently  are  so  onerous  that  they  frequently  force  the  sale  of  a  business  simply  to  pay 
off  the  taxes. 

Many  other  tax  issues  for  small  businesses  must  also  be  resolved.    The  self-employed 
should  be  able  to  deduct  the  expense  of  their  health  insurance  premiums.    It  is  indefensible 
that  our  tax  laws  tell  some  businesses  they  can  deduct  100  percent  of  their  health  insurance 
costs,  while  others  are  told  they  cannot.    If  the  twenty-five  percent  deduction  for  the  self- 
employed  is  not  retroactively  reinstated,  the  result  will  be  a  sizeable  tax  increase  for  South 
Dakota's  48,000  self-employed. 

I  also  strongly  support  legislation  to  simplify  the  tax  laws  governing  our  nation's 
private  pension  system.    The  costs  of  administering  a  qualified  pension  plan  are  so  high  they 
prohibit  small  businesses  from  offering  such  plans  to  their  employees.    As  in  other  areas,  the 
tax  laws  governing  private  pension  plans  are  too  complex  and  are  constantly  changing.    Small 
businessmen  and  women  do  not  have  the  time  to  learn  the  nuances  of  administration  and  stay 
up  to  date  on  all  the  changes.    They  most  often  cannot  afford  to  hire  a  tax  attorney  to 
administer  the  plan.    As  a  result,  three  out  of  four  small  businesses  currently  do  not  have 
retirement  plans.    The  result  is  a  dismal  rate  of  savings  and  retirement  plan  coverage, 
especially  among  small  employers.    It  is  time  for  Congress  to  act  to  reduce  the  costs  of 
providing  pension  benefits  and  eliminate  the  many  complexities  in  the  federal  tax  code. 

Family-owned  farms,  ranches  and  businesses  are  an  important  part  of  our  state,  and 
our  country  as  a  whole.    They  give  hundreds  of  thousands  of  American  families  a  sense  of 
pride  and  accomplishment  critical  to  the  growth  of  free  enterprise  across  the  country.    I  look 
forward  to  making  this  bill  the  law  of  the  land,  for  the  protection  of  our  family-owned 
businesses  and  the  future  of  our  communities. 

All  these  issues  are  very  important  to  small  businesses  in  South  Dakota.    1  welcome 
the  witnesses  and  look  forward  to  their  testimony. 
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SOCIETY  OF  AMERICAN  FLORISTS 


September  14.  1995 


President 

Harrison  (Red)  Kennicott.  AAF 
Kennicoti  Brothers  Company 
Chicago.  Illinois 

President- Elect 
Charles  F  Kremp  3rd,  AAF 
Charles  F  Kremp  3rd.  Florist 
WiHow  Grove,  Pennsylvania 

Treasurer 

John  E   Smith,  AAF 

Knud  Nielsen  Company,  Inc 

Evergreen.  Alabama 


Board  of  Directors 

Chuck  Gainan,  AAF 
Gainan  s  Flowers 
Billings   Montana 

Ramon  Garcia 

Pete  Garcia  Company 

Atlanta,  Georgia 

James  F  Gaunt,  AAF 
Southview,  Inc 
Romulus.  Michigan 

William  J  (Buzzy)  Heroman,  Jr 
Billy  Heromans  Flowerland.  Inc 
Baton  Rouge.  Louisiana 


RickS  . 

J.R  Johnson  Supply.  Inc 

St  Paul.  Minnesota 

Robert  C   Maddux.  AAF 

Delhi  Flower  &  Garden  Centers 

Cincinnati,  Ohio 

Oavid  W  Nikias 

Clackamas  Greenhouses.  Inc 

Aurora.  Oregon 

James  R  Phillip  Jr ,  AAF 
Phillip  s  Flowers 
Westmont.  Illinois 

Alene  Sorensen.  AAF 
Lincoln  Wholesale  Florists.  Inc 
Lincoln,  Nebraska 


Senate  Committee  on  Small  Business 
The  Honorable  Christopher  S.  Bond,  Chairman 
428-A  Russell  Senate  Office  Building 
Washington.  DC  20510 

Dear  Mr.  Chairman  and  Members  of  the  Committee: 

On  behalf  of  the  Society  of  American  Florists  (SAF). !  am  submitting 
the  testimony  of  Fern  Denholm  owner  of  Flowers  'n  Ferns  in  Burke. 
Virginia.  This  testimony,  regarding  the  redefinition  of  the  independent 
contractor  in  Internal  Revenue  Service  (IRS)  guidelines  was  originally 
given  before  the  House  Small  Business  Committee  Subcommittee  on 
Tax  and  Finance  on  July  26,  1995. 

SAF  strongly  supports  the  efforts  to  make  it  easier  for  employers  to 
distinguish  between  an  independent  contractor  and  an  employee.  IRS 
guidelines  on  this  subject  are  vague  and  make  it  difficult  for  employers, 
especially  small  business  owners,  to  correctly  determine  compliance 
with  the  rules. 

It  is  common  for  employers  in  all  segments  of  the  floriculture  industry 
to  use  independent  contractors  on  a  regular  basis.  Workers  hired  on  a 
contract  basis  typically  perform  such  tasks  as  piece  work  planting  or 
design,  contracting  or  construction  work,  and  driving  delivery  vehicles. 
For  small  businesses  operating  on  the  smallest  of  margins, 
misinterpreting  these  IRS  guidelines  can  be  devastating  and  put  them 
out  of  business. 

Clarification  of  these  guidelines  will  be  a  tremendous  asset  to  small 
businesses.  Thank  you  for  taking  the  initiative  on  this  issue. 


Sincerely, 


i  0^^^   ^^^^i^jL^.^.^'h-^^ 


Drew  Gruenburg 
Senior  Vice  pfesident 


American  Floral  Marketing  Council  •  Florist  Information  Committee 
1601  Duke  Street  •  Alexandria,  VA  22314  •  (703)  836-8700 


21-185  -  96  -  6 
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FERN  DENHOLM 

owner 

FLOWERS  'N  FERNS 
BURKE,  VIRGINIA 

on  behalf  of  the 

SOCIETY  OF  AMERICAN  FLORISTS 


Madame  Chair  and  Members  of  the  Subcommittee,  I  am  Fern  Denholm  testifying  on 
behalf  of  the  Society  of  American  Florists  (SAF).  The  Society  of  American  Florists  is 
the  only  national  trade  association  representing  the  interests  of  the  entire  floral  industry. 
Our  membership  includes  more  than  23,000  small  businesses  nationwide:  growers, 
wholesalers  and  retailers,  suppliers,  educators  and  affiliated  organizations. 

In  addition  to  being  a  member  of  SAF,  I  am  owner  of  Flowers  'n  Ferns,  a  retail  flower 
shop  in  Burke,  Virginia  and  a  delegate  to  the  1995  White  House  Conference  on  Small 
Business. 

I  greatly  appreciate  the  opportunity  to  appear  before  the  Subcommittee  to  discuss  the 
implications  of  the  definition  of  the  independent  contractor  on  small  businesses. 

I  would  like  to  talk  about  three  items  today: 

1.  The  White  House  Conference  on  Small  Business  and  the  intent  of  the  language 
drafted  by  the  delegates. 

2.  The  impact  of  IRS  guidelines  and  enforcement  on  businesses. 

3.  My  own  personal  experience  regarding  the  effect  of  the  current  guidelines  and  my 
ability  to  expand  my  business. 


1.  The  White  House  Conference  on  Small  Business  and  the  language  and  intent 
of  drafted  by  the  delegates. 

As  a  delegate  to  the  White  House  Conference  on  Small  Business,  1  was  one  of  1 ,700 
small  business  owners  who  voted  to  make  the  definition  of  the  independent  contractor 
the  top  legislative  priority. 

The  following  statement  is  included  in  the  final  White  House  Conference 
recommendations  and  I  quote: 

"The  definition  of  an  independent  contractor  must  be  clarified.  Congress  should 
recognize  the  legitimacy  of  the  independent  contractor. 

a)  The  20  factor  test  is  too  subjective.  The  number  of  relevant  factors  should  be 
narrowed  with  more  definition  guidelines  for  implementation.  Realistic  and  consistent 
guidelines  which  require  one  of  four  criteria  plus  a  written  agreement.  The  criteria  are 
(1 )  realization  of  a  profit  or  loss;  (2)  separate  principle  place  of  business;  (3)  making 
services  available  to  the  general  public;  or  (4)  paid  on  a  commission  basis. 


157 


b)  Safe  harbor  provisions  should  be  established  which  would  protect  the  hiring  business 
from  the  burdensome  penalties  currently  being  assessed  by  the  IRS.  De  minimus  rules 
based  on  dollars  paid,  hours  worked,  years  in  business,  and/or  specified  close  end 
projects  should  be  established. 

c)  The  IRS  should  eliminate  back  taxes  for  misclassifications  when  1099  forms  are  filed 
and  there  is  no  evidence  of  fraud. 

d)  Congress  should  specifically  allow  employers  and  independent  contractors  to 
provide  joint  technical  training  and  to  jointly  utilize  major  specialized  tools  without 
jeopardy  of  reclassification  of  the  independent  contractor  to  employee  status. 

e)  Changes  and  implementation  processes  should  be  formulated  by  a  joint  committee 
of  legislators  and  small  business  people." 

The  above  statement  received  the  highest  number  of  votes  1 ,471 ,  making  it  the  number 
one  priority  of  the  conference  delegates. 

2.  The  impact  of  IRS  guidelines  and  enforcement  on  businesses. 

The  impact  of  the  current  regulations  has  made  it  extremely  complicated  for  my  industry 
to  hire  independent  contractors.  For  example:  In  retail  floral  shops  we  would  like  to  hire 
contract  designers  during  peak  times  of  the  year,  such  as  at  Valentines  Day  or  during 
the  wedding  season.    One  of  the  guideline  questions  asked  by  the  IRS  is:  "Does  the 
independent  contractor  own  his  own  tools?"  In  our  industry  most  designers  own  their 
own  knifes.    But  as  a  rule,  the  shop  owner  provides  scissors,  wire  cutters  and  pick 
machines.  Therefore,  the  rule  is  not  specific  enough  for  me  to  understand  if  a  contract 
designer  could  use  daily  tools  provided  by  the  contracting  shop  and  necessary  to  make 
an  average  floral  arrangement  or  if  as  an  independent  contractor,  he  must  provide  and 
use  all  of  his  own  tools. 

Results  of  an  SAF  survey  show  that  it  is  common  for  employers  in  all  segments  of  the 
floral  industry  to  use  independent  contractors  on  a  regular  basis.  Workers  hired  on  a 
contract  basis  typically  perform  tasks  such  as  piece-work  planting  or  design  and  driving. 

Several  years  ago,  a  greenhouse  owner  hired  workers  from  a  cement  contracting 
company  to  pour  concrete  at  a  greenhouse.  The  IRS  fined  the  greenhouse  owner 
because  he  had  not  claimed  these  workers  as  employees,  although  the  individuals 
performed  similar  tasks  contractually  for  other  businesses. 

It  is  virtually  impossible  for  the  small  business  owner  to  employee  every  type  of  laborer 
needed  to  maintain  the  business.  From  construction  workers  to  electricians  to 
designers  the  small  business  owner  depends  on  being  able  to  hire  independent 
contractofo  on  an  as  needed  basis. 
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IRS  reclassification  of  an  independent  contractor  as  an  employee  has  a  drastic  affect 
on  the  employer.  Payment  of  back  taxes,  penalties  and  interest  in  addition  to  providing 
that  person  with  benefits  such  as  healthcare  and  paid  leave  can  force  a  small  business 
to  shut  its  doors. 


3.  My  own  personal  experience  regarding  the  effect  of  the  current  guidelines  and 
my  ability  to  expand  my  business. 

If  you  have  ever  called  your  florist  during  a  holiday  and  they  have  said,  "I'm  sorry,  we 
can't  fill  that  order  for  you."  Your  reaction  has  probably  been,  "Why  don't  they  just  hire 
more  designers  and  drivers?"  We  would  be  thrilled  to  be  able  to  do  this,  but  because  of 
regulatory  restrictions  and  complicated  and  confusing  guidelines  associated  with  hiring 
an  independent  contractor,  many  retail  florists  have  chosen  to  turn  business  away 
instead  of  dickering  with  the  IRS. 

In  fact,  I  have  avoided  hiring  independent  contractors.    This  business  decision  has  kept 
us  from  expanding  some  of  our  services,  such  as  wedding  coordination  and  plant  care, 
into  full  fledged  business  services.  A  few  years  ago,  I  was  maintaining  plants  in  a  large 
bank.  It  took  two  employees  an  average  of  three  hours,  twice  a  week  for  the  care  and 
maintenance  of  the  plants. 

At  the  time,  I  was  looking  into  expanding  this  service.  Unfortunately  I  became  seriously 
ill,  which  required  the  employees  who  had  previously  been  handling  the  plant 
maintenance  to  remain  in  the  shop.  We  considered  hiring  an  independent  contractor  to 
take  over  while  I  recovered,  but  the  definition  of  independent  contractors  was  so 
complicated  and  contradictory,  we  opted  to  terminate  this  portion  of  our  business 
rather  than  expand  it  as  we  had  originally  hoped. 

Instead  of  hiring  independent  contractors  as  drivers,  we  have  joined  a  cooperative 
delivery  service,  here  in  the  Washington  metropolitan  area  to  cover  a  larger  delivery 
area.  At  times,  however,  we  have  been  forced  to  use  costly,  courier  service.  Like  other 
florists  across  the  country,  there  have  been  occasions  when  we  have  not  been  able  to 
keep  up  with  demand.  Had  we  been  comfortable  with  hiring  independent  contractors 
as  designers  and  drivers  we  would  have  been  able  to  fill  your  flower  order  and  you 
would  have  been  able  to  express  your  feelings  with  a  beautiful,  floral  gift. 

The  independent  contractor  is  a  vital  component  of  the  small  business  community.  Not 
only  do  independent  contractors  allow  the  small  business  owner  to  keep  up  with 
workplace  demands,  but  it  allows  fledging  businesspeople  the  opportunity  to  build  the 
basis  for  a  company  through  independent  contractor  service. 

In  closing  I  would  like  to  thank  Representative  Jon  Christensen  and  the  other  100 
original  co-sponsors  of  H.R.  1972,  the  Independent  Contractor  Tax  Simplification  Act  of 
1995,  for  addressing  this  important  issue.  The  104th  Congress,  and  specifically  this 
Committee,  has  been  very  receptive  to  the  concerns  of  small  businesses  and  main 
street  America.  Thank  you  for  taking  the  time  to  hold  these  hearings. 
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STATEMENT  OF 

SENATOR  BOB  DOLE 

ON  TAX  ISSUES  IMPACTING  SMALL  BUSINESS 

Mr.  Chairman  and  members  of  the  Committee,  thank  you  for  this 
opportunity  to  appear  before  you  to  discuss  some  of  my  ideas  for 
addressing  the  tax  issues  affecting  small  business. 

I  commend  this  Committee  for  holding  this  hearing  and  for 
focusing  the  necessary  attention  on  issues  concerning  small 
business.  I  would  also  like  to  use  this  opportunity  to  unveil  the 
details  of  a  small  employer  pension  proposal  I  have  developed. 

Small  businesses  are  the  heart  and  soul  of  America.  They  are 
responsible  for  the  job  creation  in  this  country.  It  has  been  said 
that  99%  of  the  five  million  businesses  in  this  country  are  small 
businesses.  But  as  you  well  know,  here  in  Washington,  not  enough 
is  done  to  take  into  account  their  concerns . 

We  need  to  reduce  the  regulatory  burden  on  small  business,  to 
free  entrepreneurs  and  other  businessmen  and  women  to  devote  their 
time  and  money  to  more  productive  uses.  In  the  tax  arena,  for 
example,  the  IRS  should  be  required  to  take  into  account  the  impact 
of  its  regulations  on  small  business  before  requiring  the 
businesses  to  comply  with  new  rules . 

One  of  the  most  constrictive  regulatory  burdens  imposed  by  the 
federal  government  is  the  current  income  tax  system.  Taxpayers 
spend  billions  of  hours  and  millions  of  dollars  each  year  to  comply 
with  the  tax  system.  And  because  the  law  is  so  con^lex,  despite 
all  of'  their  time  and  effort,  they  are  not  even  sure  they  have 
accurately  complied! 

We  need  to  scrap  the  current  tax  system  and  repLace  it  with 
one  that  is  fairer,  flatter,  simpler,  and  with  lower  rates.  And  we 
must  ensure  that  a  reformed  tax  system  does  not  increase  the  burden 
on  the  middle  class. 

Short  of  reforming  the  tax  system,  which  we  won't  be  able  to 
fit  into  the  schedule  this  year,  we  can  and  should  change  certain 
areas  in  the  tax  law  to  benefit  small  business.  I  would  like  to 
discuss  briefly  just  five  tax  issues  that  are  critical  to  the  small 
business  community. 

First,  we  should  exclude  small,  family-owned  businesses  from 
the  estate  tax.  Working  closely  with  many  of  the  groups  you  have 
appearing  before  your  committee,  I  have  developed  a  bipartisan 
estate  tax  bill  that  exempts  up  to  $1.5  million  of  a  family-owned 
businesses  from  the  estate  tax. 

My  bill,  the  American  Family-Owned  Business  Act,  will  help  all 
family  businesses,  but  will  exempt  practically  all  small,  family- 
owned  businesses  from  the  estate  tax.  It  will  prevent  family 
businesses  from  being  liquidated  simply  to  pay  the  estate  tax. 
This  way  the  business  employees  can  keep  their  jobs  and  the 
families  can  retain  their  livelihood. 

Second,  we  should  lower  the  capital  gains  tax  to  encourage 
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investment  in  small  business,  and  to  spur  economic  growth  and  job 
creation.  And  we  should  make  the  capital  gains  relief  available 
this  year. 

Third,  we  should  create  a  new  incentive  to  encourage 
retirement  savings  for  small  business  employees. 

Only  a  very  low  percentage  of  small  employers  sponsor 
retirement  plans  for  their  employees.  The  onerous  regulatory 
burden  of  the  current  retirement  plan  options  and  the  cost  of 
establishing  and  maintaining  a  plan  are  often  cited  as  the  main 
reasons  that  small  employers  do  not  offer  retirement  plans  to  their 
employees . 

I  propose  to  create  a  new  savings  incentive  that  would  allow 
employees  to  contribute  up  to  $6,000  to  a  retirement  plan,  with 
employers  matching  the  employee  contribution  dollar-for-dollar,  for 
a  total  annual  contribution  of  $12,000.  The  entire  contribution 
would  be  vested  immediately  in  the  employee. 

There  would  be  no  additional  employer  contribution  required, 
and  employers  would  not  have  to  follow  burdensome  nondiscrimination 
or  so-called  "Top  Heavy"  plan  rules. 

Employees  would  be  eligible  to  contribute  to  the  plan  after 
they  were  employed  for  two  years  to  address  employer  concerns  about 
high  employee  turnover. 

I  have  attached  to  my  testimony  a  short  description  of  the 
plan,  known  as  the  SIMPLE  pension  plan  --  the  Savings  Incentive 
Match  PLan  for  Employees . 

I  am  pleased  to  note  that  the  SIMPLE  pension  proposal  is 
supported  by  the  National  Federation  of  Independent  Business,  the 
U.S.  Chamber  of  Commerce,  the  National  Association  of  Wholesale- 
Distributors,  the  Small  Business  Council  of  America,  the  Investment 
Company  Institute,  the  Securities  Industry  Association,  the  Profit 
Sharing/401 (k)  Council,  and  the  Association  of  Private  Pension  and 
Welfare  Plans. 

Fourth,  we  should  allow  the  self-employed  to  deduct  the  full 
cost  of  their  health  insurance  premiums.  Earlier  this  year  we  made 
permanent  the  partial  deduction  available  to  the  self-employed  and 
increased  it  from  25%  to  30%.  Now  that  the  deduction  is 
permanently  available,  we  should  work  to  increase  it  to  the  full 
100%  and  give  the  self-employed  the  same  benefits  available  to 
employees . 

And  fifth,  we  should  increase  the  limit  on  the  cost  of 
business  equipment  that  small  businesses  can  expense  in  one  year. 

Thank  you  for  this  opportunity  to  appear  before  you  and  I  look 
forward  to  working  with  you  to  enact  these  and  other  important 
small  business  initiatives. 
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September  19,  1995 

SAVINGS  INCENTIVE  MATCH  PLAN  FOR  EMPLOYEES 
The  "SIMPLE"  Pension  Plan 

1.  SIMPLE  is  an  optional  plan  for  small  employers  (including  the 
self-employed)  who  do  not  maintain  a  qualified  retirement  plan.  A 
small  employer  is  one  with  no  more  than  100  employees. 

2.  Eligible  employees  could  contribute  up  to  $6,000  each  year. 
Employers  would  be  required  to  match  employee  contributions  dollar- 
for-dollar  up  to  3  percent  of  compensation,  allowing  employees  to 
save  up  to  $12,000  each  year.  No  other  employer  contributions 
would  be  required. 

3.  SIMPLE  accounts  would  not  be  subject  to  nondiscrimination  or 
"Top  Heavy  plan"  rules. 

4.  All  full-time  employees  would  be  eligible  to  make 
contributions  to  the  plan,  but  only  after  they  are  employed  for  two 
years . 

5.  An  employer  could  establish  a  separate  SIMPLE  account  for  each 
employee  as  an  individual  retirement  account  (IRA) ,  or  one 
qualified  trust  for  all  employee  contributions.  Establishing  a 
trust  would  be  at  the  employer's  option  and  would  be  subject  to  the 
qualified  plan  trust  rules. 

6.  Both  employer  and  employee  contributions  would  be  fully  vested 
in  the  employee  and  excluded  from  the  employee's  income.  The 
employer's  contribution  would  not  be  subject  to  fedeVal  payroll 
taxes . 

7 .  An  employer  could  reduce  its  3  percent  matching  contribution 
limit  to  a  smaller  percentage  of  compensation,  but  only  if  the 
reduction  is  announced  to  SIMPLE  plan  participants  before  the 
beginning  of  the  year  and  the  reduction  applies  to  all  the 
participants . 

8.  Distributions  from  SIMPLE  accounts  would  be  taxed  the  same  as 
those  from  an  IRA  (if  the  IRA  form  is  used) ,  or  from  a  qualified 
plan  (if  the  qualified  plan  option  is  elected) . 

9.  As  with  IRAs,  early  withdrawals  from  a  SIMPLE  account  would  be 
subject  to  a  10%  penalty.  Withdrawals  during  the  first  two  years 
in  which  an  employee  participates  in  the  IRA  form  of  a  SIMPLE 
account  would  be  subject  to  a  higher  early  withdrawal  tax. 

10.  The  SIMPLE  plan  is  intended  to  complement  other  savings 
initiatives,  such  those  to  expand  IRAs  or  simplify  existing  pension 
plan  rules. 
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STATEMENT  OF  THE  INDEPENDENT  BANKERS  ASSOCIATION  OF  AMERICA 


Mr.  Chairman,  Members  of  the  Committee:  The  Independent 
Bankers  Association  of  America  (IBAA)  appreciates  the  opportunity 
to  express  its  views  on  tax  matters  of  long-standing  interest  to 
our  membership  and  our  small  business  customers,  and  especially  to 
this  Committee,  with  its  distinguished  history  of  championing  small 
business  tax  issues. 

IBAA  is  the  only  national  trade  association  that  exclusively 
represents  the  interests  of  the  nation's  community  banks.  Our 
membership  includes  about  6,000  of  the  country's  banks  and  thrifts. 
The  median  IBAA  financial  institution  holds  approximately  $46 
million  in  assets  and  has  about  23  employees. 

My  name  is  John  V.  Evans,  Sr.  and  I  appear  before  the 
Committee  as  the  chair  of  IBAA's  Tax  Committee.  I  am  also  president 
of  the  D.L  Evans  bank  of  Bur  ley,  Idaho  —  a  four  generation 
commercial  bank  —  and  had  the  honor  of  serving  as  the  Governor  of 
Idaho  from  1978  to  1988. 

IBAA  INTEREST  IN  TAX  MATTERS 

IBAA  has  long  been  interested  in  tax  issues,  not  only  in 
behalf  of  our  own  community  banks,  but  because  of  our  small 
business  customers.  Independent  banks  do  not  prosper  unless  their 
customers  and  their  local  economies  prosper.  Accordingly,  IBAA's 
association-wide  Tax  Resolutions  have  consistently  advocated  "tax 
and  budget  policies  that  support  the  business  community  as  a  whole 
.  .  .  encourage  capital  formation  for  new  and  growth  firms,  long- 
term  savings  for  retirement,  home  ownership  (and  other  purposes) , 
capital  gain  rates  and  holding  periods  (consistent  with)  economic 
growth  and  job  creation,  and  (moderated)  estate  taxes  that 
facilitate  orderly  succession  of  ownership  of  family-owned, 
community-based   .  .  .farms,  ranches  and  small  businesses." 

In  response  the  1995  tax  initiatives  of  the  new  Congressional 
Leadership,  IBAA  has  presented  testimony  supporting  various 
elements  of  the  House  Leadership's  Contract  With  America  tax 
program  before  five  committees:  House  Small  Business  Committee, 
both  tax-writing  committees,  and  both  Agriculture  Committees.  We 
are  pleased  to  round  out  these  efforts  by  this  statement  to  the 
Senate  Small  Business  Committee  as  the  consideration  of  this  tax 
legislation  advances  toward  its  conclusion. 

IBAA  commends  both  the  House  and  Senate  Leadership  for  making 
capital  formation  tax  issues  a  high  priority  in  the  104th  Congress, 
for  the  first  time  in  almost  15  years.  We  also  thank  the  tax- 
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writing,  agriculture  and  small  business  committees  for  scheduling 
hearings  to  address  these  issues  in  detail,  in  order  to  provide  a 
sound  foundation  for  decisions  in  this  area. 

DISTINGUISHED  ROLE  OF  THE  SENATE  SMALL  BUSINESS  COMMITTEE 

This  Committee  has  an  illustrious  history  in  the  tax  area. 
Between  1975  and  1980,  six  Senators  (4  Democrats  and  2  Republicans) 
served  on  both  the  Senate  Small  Business  Committee  and  the  Senate 
Finance  Committee.  With  this  common  and  bipartisan  base,  the  two 
committees  cooperated  in  bringing  about  the  first  increase  in  the 
estate  tax  exemption  since  1942,  raising  its  level  from  $60,000  to 
$175,000  and  then  converting  the  exemption  to  a  unified  estate  and 
gift  tax  credit.  Also  in  1975-76,  the  two  committees,  accomplished 
the  reduction  of  the  federal  corporate  tax  from  26  percent  to  22 
percent  on  the  first  $25,000  of  corporate  income. 

In  1978,  a  series  of  Small  Business  Committee  hearings  on  the 
capital  formation  problems  of  new  and  small  enterprise  was 
instrumental  in  rolling  back  to  capital  gain  tax  to  20  percent, 
graduating  the  corporate  tax  up  to  $100,000,  and  launching  the 
first  small  business  expensing  provision,  at  the  $10,000  level. 

Following  the  White  House  Conference  in  1980,  this  Committee 
took  the  lead  in  obtaining  Finance  Committee  hearings  that 
recommended  further  graduating  the  corporate  income  tax  up  to 
$150,000,  and  increasing  in  the  estate  tax  exemption  to  $250,000 
for  general  assets  and  $300,000  in  family  business  assets.  Although 
these  proposals  did  not  pass  Congress  in  1980,  when  Senator  Dole 
became  chairman  of  the  Senate  Finance  Committee  the  next  year,  a 
provision  to  phase  in  an  estate  tax  exemption  of  $600,000  for  all 
assets  was  incorporated  into  President  Reagan's  1981  tax  bill  and 
was  enacted  into  law. 

We  thus  commend  this  committee  on  its  major  role  in  landmark 
small  business  tax  reforms  over  the 'past  two  decades,  and  would 
like  to  help  in  any  way  possible  to  keep  this  good  thing  going. 

IBAA  POSITION  ON  HOUSE-PROPOSED  TAX  PROVISIONS 

In  the  House  of  Representatives,  earlier  this  year,  IBAA 
testimony  supported  the  following  provisions  of  the  Contract  With 
America  tax  bill: 

Estate  tax  relief,  especially  for  family  owned  firms. 

Enhancing  Individual  Retirement  Accounts.         " 

Reduction  in  capital  gains  taxes. 

Increasing  the  small  business  expensing  allowance. 

AMT  relief  suited  to  small  banks  and  their  small  customers. 
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IBAA  also  wrote  to  each  Ways  and  Means  Committee  Member, 
explaining  that,  in  our  view,  these  provisions  could  be  further 
refined.  We  believe  this  is  an  opportune  time  to  express  our 
opinions  on  the  directions  such  refinements  might  take. 

WHY  ESTATE  TAXES  ARE  IMPORTANT  NATIONALLY 

The  legal  framework  of  estate  taxes  has  a  profound  long-term 
effect  on  both  economic  and  social  structure  of  any  country.  In 
France,  for  example,  where  the  law  upholds  the  right  of  all  heirs 
to  shares  in  the  land,  the  result  has  been  a  generality  of  small 
parcels,  which  are  not  conducive  to  cost-effective  agricultural 
production. 

In  the  U.S.  land  holdings  have  resulted  in  the  most  efficient 
agriculture  in  the  world.  Productivity  has  increased  approximately 
10-fold  since  the  1930s.  Basic  to  these  development  is  family 
stewardship  of  American  agricultural  land. 

According  to  the  1992  Census  of  Agriculture,  more  than  9/ 10s 
of  all  farms  and  ranches  are  owned  either  as  sole  proprietorships 
(85.6  percent)  or  family  partnerships  (9.7  percent).  Family 
ownership  has  thus  been  a  powerhouse  of  American  agricultural 
performance  that  has  well  served  not  only  the  owners  and  their 
communities,  but  our  nation  and  the  world,  to  which  we  export 
approximately  40  percent  plus  of  farm  production.  However,  this 
type  of  ownership  has  its  downside,  it  lacks  the  permanence  and 
transferability  of  the  corporate  form.  When  an  owner  or  partner 
dies,  estate  taxes  are  due  and  payable  in  cash. 

The  aging  of  the  U.S.  farm  population  a  striking  development. 
The  average  age  of  farm  operators  is  54  years.  Half  of  U.S.  farms 
are  operated  by  persons  over  the  age  of  55.  It  is  estimated  by  the 
Department  of  Agriculture  that  500,000  farmers  will  retire  in  the 
next  decade  (Statement  by  Keith  Collins,  Acting  Assistant  Secretary 
for  Economics,  USDA,  before  the  House  Agricultural  Subcommittee  on 
General  Farm  Commodities,  June  29,  1994,  page  16). 

There  were  about  2  million  farms  in  1993  (Agricultural  Fact 
Book  1994,  USDA,  page  17).  It  thus  seems  possible  that  half  of  all 
farm  owners  could  confront  the  hurdles  of  federal  and  state  estate 
and  inheritance  taxes  in  the  next  20  years.  These  demographics  have 
moved  federal  tax  issues  from  the  desks  of  the  technicians  to  the 
center  stage  of  policy-making  in  the  halls  of  Congress. 

CAPITAL  INTENSIVITY  PROBLEMS  OF  FAMILY  AGRICULTURE 

Although  many  small  manufacturing  and  service  firms  are 
capital  intensive,  family  agricultural  enterprises  —  such  as 
farming,  ranching,  tree  growing  —  are  extremely  capital 
intensive,  and  therefore  especially  vulnerable  to  death  taxes. 
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Buildings,  equipment  and  machinery,  and  especially  land  result  in 
high  and  ever-growing  levels  of  assets. 

Farms  have  been  decreasing  in  number  and  increasing  in  size 
since  the  Depression.  The  1945  Census  found  5.9  million  farms, 
averaging  195  acres  per  farm.  In  1987,  there  were  2.1  million 
farms,  averaging  462  acres  per  farm.  Economies  of  scale  are 
impacting  farm  production  in  the  same  way  they  are  impacting 
manufacturing  production. 

Farm  organizations  point  out  that,  in  years  past,  farms  in 
Illinois  could  be  cost  effective  at  200  to  400  acres.  Now, 
economical  farms  are  1,500  to  2,000  acres.  In  1965,  the  value  of 
Illinois  farm  land  was  $234  per  acre.  It  now  averages  $1,500  per 
acre,  a  six-fold  increase  (Statement  of  the  American  Farm  Bureau, 
House  Small  Business  Committee,  January  31,  1995,  pages  1-2). 

In  the  Midwest,  good  farm  land  can  rise  to  a  value  of  $2,000 
to  $2,500  an  acre.  For  a  1,500  acre  farm,  at  $2000  an  acre,  family 
owners  would  be  facing  an  estate  tax  value  of  $3  million  which 
would  place  them  in  the  highest  estate  tax  bracket  of  55  percent 
for  land  alone. 

On  top  of  that  would  be  the  value  of  machinery,  equipment  and 
buildings.  According  to  the  U.S.  Department  of  Agriculture,  average 
investment  in  various  types  of  agricultural  enterprises  in  a  recent 
year  was  as  follows: 

Farm  Capital  Investment  (1990) 

Specialty  Capital  Investment  Maintenance  &  Repair 
Cotton                         $35,953  $15,711 

Vegetables  $24,018  $10,297 

Soybeans  $16,860  $3,813 

Corn  $16,570  $8,161 

Poultry  $15,476  $4,421 

Source:  Farm  Operating  and  Financial  Characteristics,  1990 
Economic  Research  Service,  USDA 

These  numbers  are  not  surprising,  considering  the  cost  of 
modern  farm  equipment  for  production  agriculture:  2-wheel  drive 
tractors  (of  which  larger  farms  would  probably  have  more  than  one) 
cost  about  $80,000;  4-wheel  drive  tractors  cost  about  $120,000; 
combines  range  between  $130,000  and  $160,000  for  multicrop 
operations;  planters  cost  up  to  $50,000,  to  which  may_  be  added 
tillers,  sprayers,  feed  grinders  and  a  variety  of  trucks. 

It  is  apparent  that  investments  of  this  magnitude,  over  a  20 
to  3  0  year  period  build  up  a  huge  stock  of  equipment  and  other 
capital  investment. 
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LOW  RATE  OF  RETURN  ON  THESE  ASSETS 

Moreover,  a  perverse  economic  aspect  of  farming  is  that  the 
cash  return  on  this  high  level  of  investment  is  typically  very  low. 
Iowa  State  University  reports  that  the  average  return  on  a  farm 
investment  is  5  percent.  But,  if  half  of  that  investment  is 
financed  by  a  mortgage,  at  an  interest  rate  of  9.5  percent,  the 
return  on  investment  comes  down  to  .5  percent  (one-half  of  one 
percent).  USDA  studies  reflect  that  about  75  percent  of  farmers,  or 
their  wives,  have  off-the-farm  jobs. 

This  is  mostly  because  the  profit  on  family  farms  is  so  low. 
Often,  children  will  share  the  farm  with  parents,  dividing  the  cash 
income  between  two  or  more  families. 

This  means  that  it  is  difficult  to  impossible  for  farmers  to 
build  liquidity  into  their  estates  by  buying  securities  or 
insurance.  A  Ways  and  Means  Committee  report,  in  1976,  the  year  the 
unified  credit  was  enacted,  phased  the  problem  this  way:  "In  some 
cases,  the  .  .  .  estate  tax  makes  the  continuation  of  farming  .  . 
,  not  feasible  because  the  income  potential  from  these  activities 
is  insufficient  to  service  extended  tax  payments  or  loans  obtained 
to  pay  the  tax"  (House  Report  1380,  94th  Congress,  2nd  Session). 

WHY  THE  U.S.  ESTATE  TAX  STRUCTURE  IS  OBSOLETE 

Since  the  estate  tax  framework  has  not  been  reconsidered  since 
1981,  we  are  back  in  about  the  same  position  we  were  in  during  the 
mid-1970's.  Under  those  circumstances,  the  alternatives  —  if  the 
family  wants  the  farm  to  descend  to  the  next  generation  —  are 
either  negotiate  a  mortgage  on  the  property,  or  to  sell  the  farm, 
partially  or  totally,  to  raise  the  money  to  pay  the  estate  tax. 

The  nation's  10,000  community  banks  do  business  on  Main 
Streets  across  the  country.  They  have  seen  too  many  of  their 
business  and  farm  customers  —  sound  enterprises  —  mortgaged  to 
the  hilt,  sold  or  liquidated  to  pay  federal  estate  taxes. 

Under  current  law,  federal  estate  taxes  are  imposed  on  assets 
exceeding  $600,000.  For  most  significant  business  enterprises,  this 
1981  threshold  is  seriously  out  of  date.  In  addition,  estate  tax 
rates  are  scaled  up  so  sharply  that  they  are  often  punitive.  At 
$100,000  of  taxable  income,  federal  estate  tax  rates  reach  41 
percent.  The  nominal  top  rate  is  55  percent  at  $3  million,  but  the 
actual  rate  can  reach  60  percent,  as  the  benefits  of  the  graduation 
at  lower  levels  are  recaptured.  It  has  been  almost  15  years  since 
the  structure  of  estate  taxes  have  been  revised  or  reconsidered. 

Several  factors  have  aggravated  the  estate  tax  problems  of 
family  enterprises.  First,  the  general  course  of  inflation,  which 
is  somewhere  in  the  neighborhood  of  a  75  percent  increase.  By  this 
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rationale,  the  estate  tax  exemption  should  be  somewhere  over  $1 
millon.  Second,  technology  has  increased  the  scale  of  many 
businesses.  Third,  population  growth  has  escalated  the  value  of 
real  estate  and  other  business  assets  in  many  parts  of  the  country. 
Fourth,  every  state  government  imposes  its  own  estate  or 
inheritance  taxes.  Although  they  are  usually  creditable  against 
federal  liabilities,  these  levies  create  major  complications  for 
family  businesses.  For  example,  state  inheritance  taxes  up  to  20 
percent  can  inhibit  a  farm  or  business  owner  from  exercising  his  or 
her  federal  $600,000  exemption  to  transfer  assets  to  children. 

REVENUE  TOTALS  INDICATE  THE  EXTENT  OF  THE  PROBLEM 

The  impact  of  these  factors  is  showing  up  in  the  tax  system. 
Between  1982  and  1991,  the  number  of  citizens  required  to  file 
income  taxes  (with  estates  in  excess  of  $600,000)  increased  80 
percent  (to  53,576).  This  increase  is  far  in  excess  of  population 
growth.  The  fastest  growing  subgroup  of  these  filers  was  composed 
of  taxpayers  with  assets  of  more  than  $5  million;  this  group 
increased  by  137  percent.  One  of  the  reasons  for  these  outsized 
numbers  is  the  1981  provision  allowing  taxpayers  an  unlimited 
deduction  for  assets  transferred  to  a  surviving  spouse  ("Estate  Tax 
Returns,  1989-1991,"  by  Barry  W.  Johnson,  IRS  Statistics  of  Income, 
Spring,  1993,  page  76  et.seq. ) . 

The  result  of  these  rising  levels  of  assets,  subject  to 
inflation  over  many  years,  coming  up  against  the  fixed  threshold  of 
the  estate  tax  has  been  dramatic.  Federal  estate  tax  revenues 
increased  70.15  percent  since  the  last  adjustment  in  the  level  of 
the  unified  credit  (in  1986)  ,  and  have  more  than  doubled  from  1984 
to  1994,  as  shown  by  the  following  figures: 

Increase  in  Estate  Tax  Revenues,  1983-1994 

Year  Estate  Tax  Revenues  ($  millions) 

1983  6,053 

1988  7,594 

1993  12,577 

1994  (estimate)  12,749 

Source,  Economic  Report  of  the  President,  Feb.,  1994, 
Table  B-78. 

The  fixed  estate  tax  threshold  is  thus  proving  to^be  a  very 
efficient  revenue  raiser.  But,  the  cost  of  this  revenue  is  a  bitter 
harvest  of  America's  family  owned  farms,  ranches,  and  small 
businesses.  There  is  an  estate  tax  increase  each  year,  by  the  size 
of  the  inflation  figures. 
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These  increases  are  cutting  a  swath  through  the  most 
enterprising  segment  of  the  American  population  —  people  who  work 
all  their  lives  to  build  value  into  their  businesses,  and  who  dream 
about  passing  the  fruits  of  this  labor  on  to  their  loved  ones. 

The  Small  Business  Administration  estimates  that  30  percent  of 
U.S.  businesses  are  successfully  passed  to  a  second  generation  and 
only  13  percent  to  a  third  generation  (White  House  Conference  on 
Small  Business.  Issues  Handbook.  April,  1994,  page  82).  Our  current 
estate  tax  structure,  in  too  many  cases,  is  killing  this  part  of 
the  American  Dream. 

ESTATE  TAX  IS  INHIBITING  INVESTMENT 

For  such  a  farm,  any  further  investment  would  compound  the 
owners'  estate  tax  problems. 

Many  ranchers  and  tree  growers  in  the  West  and  South  are  in 
the  same  position,  just  because  of  the  nature  of  the  businesses 
they  are  in,  according  to  further  House  Small  Business  Committee 
testimony  on  January  31st. 

The  president  of  a  family  company  owning  a  sawmill  in  the 
Northwest  told  the  House  Committee  that  a  modern  lumber  processing 
facility  can  cost  about  $40  million,  about  one-quarter  of  which  is 
for  health,  safety  and  environmental  compliance  expenses.  The 
remainder  is  for  a  state-of-the-art  plant  that  can  compete 
internationally.  Because  this  family  has  been  estate  planning 
through  gifting  ownership,  all  three  generations  of  owners  have 
estate  tax  problems.  Company  management  now  has  serious 
reservations  about  further  investment  that  is  subject  to  the 
highest  estate  tax  rates. 

The  same  investment  constraints  apply  in  both  manufacturing 
and  service  industries.  In  manufacturing,  small  enterprises  account 
for  4  0  percent  of  employment,  often  parts  of  the  support  chains  for 
important  defense  and  commercial  products  (General  Accounting 
Office.  GAO/GD-95-216BR,  August  7,  1995).  Service  industries  also 
require  significant  investment.  Passenger  buses  can  cost  more  than 
$100,000  and  freight  trucks  average  about  $75,000. 

The  current  estate  tax  thus  seriously  deters  investment  and 
inhibits  family  firms  in  becoming  as  cost-effective  and  competitive 
as  possible  in  both  domestic  and  international  markets.  The  current 
estate  tax  policy  is  quite  literally  counterproductive. 

For  all  of  these  reasons,  IBAA  believes  that  the^Dole-Pryor 
estate  tax  proposal  (S.  1086)  ,  which  is  less  expensive  and  more 
effective  for  preserving  family  enterprise  than  the  House-passed 
increase  in  the  general  estate  tax  exemption  from  $600,000  to 
$750,000,  should  be  enacted  into  law. 
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IBAA  thus  recommends  that  the  Small  Business  Committee  do  all 
it  can  to  urge  the  Finance  Committee  and  the  Senate  to  approve  this 
legislation  and  send  it  to  Conference  with  the  House. 

IBAA  SUPPORTS  ENHANCED  SAVINGS  INCENTIVES 

For  the  past  several  years,  IBAA  Resolutions  expressed 
support  of  tax  incentives  for  savings,  including,  specifically, 
expansion  of  existing  Individual  Retirement  Accounts  (IRAs) . 

IBAA  also  commends  the  new  Congressional  Leadership  for 
making  the  encouragement  of  savings  a  national  priority  issue  in 
1995.  We  also  commend  the  Administration  for  taking  the  initiative 
to  propose  doubling  of  the  income  eligibility  limits  on  existing 
IRA  accounts. 

NEED  FOR  SAVINGS  INCENTIVES 

On  the  record  of  the  past  five  years,  IBAA  feels  inadequate 
savings  and  investment  in  this  country  is  a  problem  of  paramount 
importance  —  on  the  individual,  family  and  national  levels. 

Federal  Reserve  Chairman  Greenspan  said  as  much  to  the  Ways 
and  Means  Committee  in  a  1991  hearing  on  tax  policy:  "the  national 
balance  sheet  has  been  severely  stretched"  by  large  accumulations 
of  debt  in  the  1980s  by  corporations  (for  mergers  and  buyouts) ,  by 
real  estate  firms  (for  development  of  offices  and  other  commercial 
space) ,  and  by  consumers  (for  motor  vehicles  and  other  durables) . 
The  aftermath,  Greenspan  said,  "is  a  considerable  degree  of 
financial  stress  .  ."  (Testimony  by  Alan  Greenspan,  Chairman,  Board 
of  Governors  of  the  Federal  Reserve  System,  December  18,  1991). 
The  Chairman's  principal  recommendation  was  as  follows: 

"I  and  others  have  long  argued  before  this  Committee 
that  the  essential  shortcoming  of  this  economy  is  the  lack  of 
savings  and  investment.  It's  here  that  our  major  policy  focus 
should  rest.  Investment  is  the  key  to  enhanced  productivity 
and  higher  living  standards.  .  .  Bolstering  the  supply  of 
savings  available  to  support  productive  investment  must  be  a 
priority  for  fiscal  policy  (loc.  cit . .  pages  6-7) . 

Since  Chairman  Greenspan's  appearance,  savings  rates  in  this 
country  have  not  improved. 

In  1992,  the  U.S.  net  national  savings  rate  —  the  sum  of 

savings  by  governments,  businesses  and  individuals fell  to  1.7 

percent,  the  lowest  level  since  World  War  II  ("National  Saving:  Key 
to  Investing  in  the  Future,"  Merrill  Lynch  Pierce  Tenner  &  Smith, 
Inc. ,  1993 ,  page  1) . 
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This  1.7  percent  figure  is  consistent  with  Organization  for 
European  Development  and  Cooperation  (OECD)  figures,  showing  U.S. 
net  national  savings,  as  a  percentage  of  Gross  Domestic  Product, 
was  1.2  percent  in  1993  ("OECD  IN  FIGURES,"  Statistics  on  the 
Member  Countries,  Supplement  to  the  OECD  Observer  No.  188, 
June/ July  1994)  . 

The  U.S.  net  national  savings  rate  is  thus  smaller  than  all 
but  five  of  the  24  industrialized  members  of  the  OECD.  By 
comparison,  the  1993  savings  rates  for  other  countries  with  which 
the  U.S.  must  compete,  were:  Belgium  11.5%,  France  6.5%,  Germany 
9.8%,  Japan  19.5%,  Switzerland  19.3%,  Turkey  10.2%  and  the  United 
Kingdom  2.0%  (OECD,  loc.  cit. .  pages  24-25). 

For  personal  savings,  the  story  is  similarly  dismal.  From  the 
1960s  to  the  mid-1980s,  personal  savings  in  the  U.S.  cycled  between 
6  and  9  percent.  However,  in  the  seven  years  between  1987  and  1993, 
the  average  personal  savings  rate  declined  to  4 . 6  percent.  Then,  in 
the  12  month  period  ending  in  August,  1994,  the  rate  fell  to  3.8 
percent,  the  lowest  level  in  U.S.  history  (see  "Americans  Run  Out 
of  Options  to  Boost  Their  Spending,"  by  John  Berry,  Washington 
Post.  October  20,  1994,  page  B13)  . 

As  an  economist,  before  becoming  Treasury  Undersecretary  for 
International  Affairs,  Lawrence  H.  Summers  concluded  that 
reductions  in  U.S.  personal  savings  during  the  1980s  accounted  for 
more  than  twice  the  decrease  in  national  savings  than  did  the 
increase  in  government  deficits  ("Savings:  The  Hidden  National 
Crisis,"  Merrill  Lynch,  Inc.,  1992,  page  5). 

Because  our  savings  and  investments  are  lagging,  productivity 
has  only  been  growing  at  about  1  percent  a  year,  and  median  family 
in  this  country  in  1994  was  somewhat  lower  than  it  was  in  1974, 
despite  the  fact  that  many  spouses  joined  the  workforce  and  were 
contributing  to  family  income  ("Increasing  US  Saving  is  Critical  to 
Securing  Our  Prosperity,"  C.  Fred  Bergsten,  Chairman, 
Competitiveness  Policy  Council,  Feb.  2,  1995). 

The  U.S.  Competitiveness  Policy  Council  concluded  that 
maintaining  American  competitiveness  and  living  standards  can  only 
be  accomplished  "though  sharp  increases  in  both  public  and  private 
savings"  (Bergsten,  Feb.  2,  1995,  loc.  cit. .  page  2). 

This  shortage  in  savings  also  means  there  is  less  money 
available  for  investment  in  long-term  municipal  and  other  bonds  to 
fund  improvements  in  the  U.S.  infrastructure.         '" 

The  deterioration  of  national  infrastructure  has  been  a  matter 
of  increasing  concern  for  more  than  a  decade  (See  "Infrastructure 
in  Ruins,"  P.Choate,  1982).  As  to  just  one  segment,  the  3.9  million 
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mile  U.S.  highway  system:  the  Department  of  Transportation  (DOT) 
estimates  that  half  the  nation's  roads  are  substandard  and,  of  the 
573,660  bridges  more  than  20  feet  long,  1/3  are  in  substandard 
condition  and  about  1/5  are  functionally  obsolete. 

The  DOT  Road  Information  Program  estimates  the  cost  of  added 
fuel  and  vehicle  wear  and  tear  resulting  from  these  conditions  is 
about  $17.5  billion  annually  (White  Paper,  American  Road  and 
Transportation  Builders  Association,  Dec.  16,  1994).  DOT'S  report 
on  "The  Status  of  the  Nation's  Highways,  Bridges  and  Transit" 
estimates  a  $290  billion  backlog  of  needed  but  unfunded  road  and 
bridge  projects.  Increased  savings  would  thus  make  it  possible  to 
address  vital  road,  transit,  air  and  water  travel  problems,  and 
thus  materially  increase  the  efficiency  and  competitiveness  of  the 
American  economy. 

One  experienced  observer  estimated  that  half  of  U.S.  domestic 
investment  in  the  1980s  was  financed  with  foreign  capital 
("Savings:  The  Hidden  National  Crisis,"  Merrill  Lynch  etc.,  loc. 
cit. .  page  2) .  This  is  not  an  entirely  healthy  situation. 

A  growing  literature  documents  the  inadequacy  of  household 
savings,  especially  for  retirement.  According  to  Merrill  Lynch, 
the  ratio  of  household  assets  to  household  debt  has  dropped  from 
20:1  in  the  1940s  to  about  5:1  in  1993  ("National  Saving:  Key  to 
Investment  in  the  Future,"  Merrill  Lynch,  loc.  cit. .  1993,  page  3). 

Another  study,  commissioned  by  Merrill  Lynch,  found  that 
families  headed  by  individuals  less  than  45  years  old  had  median 
net  financial  assets  of  only  $700,  while  families  headed  by 
individuals  in  the  55-64  age  bracket  (e.g.  approaching  retirement) , 
had  median  net  financial  assets  of  $6,880,  and  families  headed  by 
individuals  aged  65-74  had  median  net  assets  of  $10,000.  Merrill 
Lynch  states  that  the  results  of  this  current  study,  based  from 
from  the  period  1991-93,  is  "virtually  unchanged"  from  a  similar 
analysis  of  1987  data  ("New  Data  Shows  Wealth  of  American  Families 
at  'Woeful  Low',"  Merrill  Lynch  &  Co.,  Inc.  press  release,  December 
21,  1994) . 

Merrill  Lynch  also  commissioned  a  study  of  the  savings  habits 
of  2,015  households  representative  of  the  76  million  "baby 
boomers,"  who  will  live  longer  than  their  parents.  The  Savings 
Coalition,  a  group  of  50  associations  and  companies,  has  observed 
that  persons  reaching  the  normal  retirement  age  o-f  65  can  now 
expect  to  live  another  16.7  years.  The  Merrill  Lynch  survey  found, 
that  under  current  fiscal  assumptions,  these  households^are  saving 
at  a  rate  of  3  5.9  percent  of  what  would  be  required  to  enjoy  a 
retirement  "consistent"  with  their  current  lifestyles  ("The  Merrill 
Lynch  Baby  Boom  Retirement  Index,"  1994,  page  1),  although  the 
expenses  of  seniors  may  decline  somewhat. 
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IBAA's  conclusion  from  this  information  is  that  there  would  be 
manifold  benefits  from  encouraging  personal  savings.  Initially, 
increased  personal  savings  prepare  families  better  for  major 
expenditures,  such  as  home  and  car  buying,  college  and  retirement, 
as  well  as  medical  and  other  emergencies. 

Such  savings  increase  the  capacity  of  financial  institutions 
to  fund  the  debt  of  governments  and  corporations  through  domestic 
resources,  rather  than  foreign  capital,  to  upgrade  America's 
infrastructure  through  municipal  investments,  to  build  productive 
capacity  of  corporations  through  investment  in  corporate  bonds  and 
stocks,  and  to  enhance  job  creation  and  innovation  through  loans  to 
small  enterprise. 

These  results  would  enhance  the  performance  and 
competitiveness  of  the  U.S.  economy  all  along  the  line. 

BENEFITS  TO  COMMUNITY  BANKS  OF  SAVINGS  INCENTIVES 

Smaller,  independent  community  banks  have  a  real  stake  in  the 
possible  enhancement  of  savings  incentives,  because  community  banks 
rely  for  their  funding  almost  exclusively  upon  domestic  deposits 
(96.5  percent).  Larger  banks,  with  multiple  sources  of  funds,  rely 
far  less  on  domestic  deposits  (68.4  percent),  as  shown  in  the 
following  table: 

Relative  Importance  of  Domestic  Deposits 
To  U.  S.  Banks  of  Different  Sizes 


Less  than 

$100  mill 

ion 

$1-10 

Greater  thai 

SlOO  million 

to 

$1  bill 

ion 

billion 

$10  billion 

Total  assets:  $320.3 

$687.7 

$1,087.6 

$1,836.7 

Deposits:       278.3 

569.7 

776.6 

1,168.6 

Assets  less  equity: 

(Liabilities)   288.3 

62©. 0 

997.5 

7,707.8 

Deposits  as  percentage  of 

Liabilities:     96.5  91.9  77.9        68.4 

This  value  of  dedicated  savings  to  independent  banks  is 
confirmed  by  the  fact  that  more  than  7,400  U.S.  commercial  banks 
hold  IRA  and  Keogh  Plans,  and  the  value  of  these  savings  plans  in 
community  banks  (about  10.7  percent)  is  slightly  higher 'than  their 
share  of  overall  deposits  (about  9.96  percent). 

Accordingly,  enhanced  savings  incentives  could  be  marginally 
more  valuable  to  smaller  banks  than  to  larger  banks. 
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BENEFITS  TO  SMALL  BUSINESSES 

Small  enterprise  is  one  of  the  most  important  elements  of  U.S. 
economic  life.  According  to  the  Small  Business  Administration 
(SBA) ,  small  businesses  account  for  53-55  percent  of  U.S.  sales  and 
52-53  percent  of  U.S.  jobs. 

However,  of  great  significance  in  an  era  of  large-corporate 
downsizing  and  large-bank  consolidations,  is  the  SBA  finding  that, 
between  1976  and  1990,  small  businesses  (500  employees  or  less) 
accounted  for  nearly  2/3  of  the  net  new  jobs  in  our  economy  (65 
percent) .  Small  independent  businesses  are  often  the  anchors  of 
towns  and  communities  across  the  country,  and  are  therefore  a 
tangible  factor  in  the  quality  of  American  life.  And,  small 
business  lending  is  the  bread  and  butter  of  community  banking. 

A  study  of  the  1993  Federal  Reserve  Call  Report  data  by  Robert 
Morris  and  Associates  illustrates  how  strongly  small  banks  support 
small  businesses.  Banks  with  less  than  $100  million  in  assets 
(which  would  have  up  to  50  employees) ,  rank,  generally,  as 
community  banks.  These  institutions  appear  to  loan  more  than  a 
quarter  of  all  dollars  in  amounts  of  less  than  $100,000  (28.17 
percent,  or  $21.8  billion  out  of  a  total  of  $77.4  billion).  The 
$21.8  billion  amount  of  these  loans  by  the  smallest  banks  exceeds 
the  total  amount  of  such  loans  by  any  category  of  banks.  ("Credit 
Availability  for  Small  Businesses,"  The  Journal  of  Commercial 
Lending.  April,  1994,  page  51). 

Also,  many  banks  with  assets  of  between  $100  million  and  $300 
million  are  locally  owned  and  operated.  Collectively,  banks  with 
less  than  $300  million  in  assets  loan  a  majority  of  the  dollars  in 
amounts  less  than  $100,000  (51.1  percent)  and  nearly  a  majority  of 
the  dollars  in  amounts  of  less  than  $250,000  (45.6  percent)  (Ibid. ) 

Banks  with  under  $100  million  in  assets  thus  concentrate  on 
small  business  lending.  Almost  3/4  of  all  their  commercial  and 
industrial  loans  (73.65)  are  of  less  than  $100,000.  Banks  with 
assets  of  $100  million  to  $300  million  make  about  half  of  their 
loans  in  amounts  of  less  than  $100,000  ($17.7  billion  out  of  $34.2 
billion,  or  51.75  percent).  The  largest  banks  (over  $5  billion  in 
assets)  made  $17.6  billion  or  6.73  percent  of  their  loans  in 
amounts  of  under  $100,000. 

There  is  also  evidence  to  suggest  that  megabanks,  that 
intensely  compete  with  other  megabanks,  are  increasingly  shying 
away  from  small  business  lending,  where  margins  are  slimmer,  or 
resorting  to  formula-based  decision  on  small  business  Toans  which 
inhibits  the  diversity  and  creativity  of  small  business  enterprise 
("Is  it  Banking  Without  Boundaries  or  Megabanks  Without 
Constraints?  by  Kenneth  A.  Guenther,  Executive  Vice  President, 
IBAA,  Washington  Post.  January  17,  1995). 
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Thus,  an  increased  flow  of  funds  into  IRA-type  retirement 
vehicles,  or  similarly  structured  savings  accounts,  is  very  likely 
to  generate  a  significant  additional  economic  "bang  for  the  buck" 
because  more  credits  should  flow  through  to  for  job-creating, 
innovative,  taxpaying  small  independent  businesses. 

LEGISLATIVE  ISSUES  INVOLVED  WITH  SAVINGS  INCENTIVES 

The  legislative  history  of  IRAs  indicates  that  there  have  been 
a  variety  of  policy  approaches  to  savings  tax  incentives. 

When  IRAs  were  created  in  1974,  as  a  part  of  the  Employment 
Retirement  Income  Security  Act  (ERISA) ,  they  were  designed  as  a 
retirement  savings  vehicle  for  employees  not  otherwise  covered  by 
a  pension  plan.  The  Tax  Reform  Act  of  1981  made  all  workers 
eligible  for  IRA  deductions  of  up  to  $2,000  per  year  (a  so-called 
"universal"  approach) .  The  Tax  Reform  of  1986  than  restricted  IRA 
eligibility  to  single  taxpayers  with  incomes  of  less  than  $25,000 
and  married  taxpayer  couples  with  incomes  of  less  than  $4  0,000,  on 
condition  that  these  taxpayers  were  not  covered  by  pension  plans. 

Prior  to  his  tenure  as  Treasury  Secretary,  Senator  Lloyd 
Bentsen  collaborated  with  Senator  William  Roth  to  introduce  a 
"Super-IRA"  bill,  which  proposed  to  restore  universal  eligibility 
and  provide  options  of  either  the  tax  deductible  contribution  of 
existing  IRAs  or  a  "back  loaded"  alternative  that  would  be  funded 
with  after-tax  money,  but  could  be  removed  tax  free  after  age  59 
1/2.  Another  proposal,  by  Senator  Kay  Bailey  Hutchison,  would 
permit  a  full  $2,000  tax-deductible  IRA  contribution  by  a  non- 
working  spouse  (S.  1669  of  the  103rd  Congress;  reintroduced  as  S. 
287  this  year) .  IBAA  supported  these  proposals. 

The  Contract  With  America  proposed: 

•  to  restore  universal  eligibility, 

•  to  permit  a  $2,000  (single  taxpayer)  or  $4,000  (joint 
return)  contribution, 

•  to  have  this  contribution  non-deductible,  but  to  allow 
withdrawal  for  retirement  and,  after  a  prescribed  period,  for 
other  specified  purposes  such  purchase  of  a  first  home  (owner 
occupied) ,  education  (college  or  above) ,  or  medical  expenses, 
including  insurance  for  long-term  care.  The  Contract  measure  was 
introduced  in  the  104th  Congress  as  the  American  Dream  Savings  Act 
on  January  4,  1995  (H.R.  6). 

In  the  Senate,  also  on  January  4,  1995,  Senators  Roth  and 
Breaux  introduced  S.  12,  the  Savings  and  Investment  Incentives  Act 
of  1995.  This  bill  proposes  "front-loaded"  deductions  that  index 
the  current  $2000/$4000  limits  to  the  rate  of  inflation  after  1995. 
The  income  eligibility  would  be  expanded  from  the  present  $25,000 
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for  single  taxpayers,  to  $125,000  by  1998;  and  for  joint  return 
taxpayers,  from  the  present  $40,000  to  $140,000  by  1998.  This 
measure  would  also  permit  a  "homemakers"  deduction  of  up  to  $2,000, 
but  limited  to  the  amount  of  compensation  earned  by  a  spouse. 

Consistent  with  past  years,  the  Senate  bill  also  provides  an 
option  of  an  "IRA-Plus"  Account  that  would  be  subject  to  the  same 
contribution  and  eligibility  limits.  These  sums  would  not  be  tax 
deductible  at  the  outset,  but  the  earnings  would  be  tax  free  and 
the  proceeds  could  be  withdrawn  after  five  years  penalty  free  to 
purchase  a  first  home,  pay  higher  education  expenses,  or  defray 
catastrophic  medical  expenses. 

A  detailed  bill  paralleling  the  Senate  proposal  was  introduced 
on  January  25,  1995  by  Representatives  Bill  Thomas  of  California 
and  Richard  Neal  of  Mass.  (H.R.  682) . 

Also  part  of  the  picture  is  the  President's  proposal  to  double 
the  income  limitations  of  the  existing  IRS  program,  to  $50,000  for 
single  taxpayers  and  $80,000  for  joint  return  taxpayers. 

EVALUATION  OF  PROPOSALS 

IBAA  feels  the  country  is  fortunate  that  these  proposals  will 
be  evaluated  by  a  new  Finance  Committee  chairman  (Sen.  William 
Roth) ,  who  has  given  extensive  thought  to  encouraging  national 
savings. 

We  know  Senator  Roth  has  been  working  throughout  the  summer 
with  governmental  experts  and  the  private  sector  to  trim  the 
revenue  cost  of  his  February/95  "Super-IRA"  bill  (S.  12) ,  and  to 
refine  it  still  further. 

On  the  basis  of  its  on-going  study  of  these  issues,  IBAA  can 
observe  that  tax  incentives  for  saving  are  a  "going  concern."  IRA 
contributions  rose  from  $28.3  billion  in  1982  to  a  peak  of  $38.3 
billion  in  1986,  and  have  since  dropped  to  an  annual  level  of 
between  $10  and  $11  billion  fIRA  Reporter.  August,  1994) . 

This  vehicle  is  thus  familiar  to  many  Americans  and  most 
financial  institutions.  IRA  accounts  are  currently  found  at  10,595 
commercial  banks,  7,412  of  which  (or  69.6  percent)  are  community 
banks  with  assets  of  less  than  $100  million.  These  numbers  testify 
to  the  fact  that  IRA-type  saving  is  well  established  in  this 
country,  and  that  expanding  such  a  program  would  b^,  accomplished 
safely,  speedily  and  with  few  administrative  problems. 

IRAs  at  banks  are  insured,  up  to  $100,000  by  the  federal 
government,  so  there  is  no  question  of  safety  arid  soundness  of 
future  IRA-type  investments  in  a  banking  environment. 
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Thus,  an  expansion  of  tax  incentives  for  saving,  particularly 
bank-based  savings,  would  utilize  an  existing,  proven  system.  The 
additional  savings  that  flow  into  that  system  would  help  saver,  the 
institutions  receiving  the  funds  (especially  community  banks) , 
customers  of  those  institutions  (including  prominently,  in  the  case 
of  banks,  small  business  enterprise) ,  and  the  national  economy. 

At  present  there  is  considerable  debate  on  how  much  of  funds 
devoted  to  tax-advantaged  accounts  is  new  savings  and  how  much  is 
transferred  from  elsewhere.  For  example,  see  "The  Coming  Changes  in 
IRA's  Will  Be  Popular,  But  They  Won't  Make  American's  Save  More" 
Barron's  Magazine.  January  16,  1995.  Barrens'  conclusion  is  based 
on  the  work  of  a  National  Bureau  of  Economic  Research  study  by 
Attanasio  and  DeLeire. 

However,  the  NBER  study  has  been  criticized  as  incorrect  on 
the  law,  facts,  and  interpretation  by  a  study  performed  for  the 
Securities  Industry  Association  by  Hubbard  and  Skinner.  The  SIA 
study  concludes  that  raising  the  IRA  contribution  limit  would 
increase  the  nation's  capital  stock  by  $4  for  each  dollar  lost  in 
government  tax  revenue  ("The  Effectiveness  of  Savings  Incentives: 
A  Review  of  the  Evidence,"  Hubbard  and  Skinner,  January  19,  1995). 

IBAA  finds  desirable  features  in  all  of  the  current  proposals, 
and  believes  any  tax  incentive  legislation  passed  by  this  Congress 
could  provide  that  questions  of  effectiveness  and  the  structure  of 
the  tax-advantaged  savings  be  studied  with  care,  so  future 
decisions  would  be  informed  by  such  analysis.  Because  savings  tend 
to  be  a  long-term  matter,  savings  incentive  policy  seems  to  be 
susceptible  to  such  a  studied  approach. 

IBAA  thus  has  no  hesitation  in  urging  that  the  Senate  Small 
Business  Committee  urge  the  Finance  Committee  and  the  Senate  move 
forward  with  the  maximum  limits  and  flexibility  for  savers  that  is 
consistent  with  budget  constraints. 

CAPITAL  GAINS  REDUCTIONS  WOULD  STIMULATE  ECONOMIC  GROWTH 

The  most  important  element  in  U.S.  economic  development  is  a 
"growth  band"  of  about  50,000  start-ups  per  year  and  approximately 
500,000  firms  growing  in  excess  of  20  percent  per  year.  These  firms 
account  for  the  lion's  share  of  both  employment  growth  and 
innovation  (Statement  of  William  Wetzel,  Jr.,  Center  for  Venture 
Research,  University  of  New  Hampshire,  to  the  SEC  Forum  on  Small 
Business  Capital  Formation,  September  8,  1994,  page, 3). 

Studies  by  the  National  Science  Foundation  have  confirmed  that 
small  enterprises  produce  half  of  all  U.S.  industrial  innovation. 

Start-up  companies  in  this  country  since  World  War  II  have 
created  whole  new  industries,  such  as  computers,  microchips. 
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software,  and  biotechnology  that  are  on  the  leading  edge  of  world 
manufacturing  and  services.  Companies  that  have  been  assisted  by 
venture  capital  firms  include:  Digital  Equipment,  Apple  and  Compaq 
Computer,  Sun  Microsystems,  Federal  Express,  Intel,  Cyprus, 
Microsoft  and  Lotus.  These  industries  and  companies  make  the  U.S. 
world-competitive,  and,  at  the  same  time,  generate  high-paying  jobs 
with  prospects  for  long-term  tenure,  training  and  advancement. 

New  and  small  firms  subsist  and  grow  on  capital.  This  capital 
is  provided  several  institutions,  including  local  private 
investors,  community  banks,  local  and  state  development 
institutions  and  venture  capital  companies. 

Local  banks  are  important  to  this  process  because  they  are 
locally  owned  and  operated  and  their  boards  of  directors  are 
composed  of  local  citizens  who  wish  to  advance  the  interests  of  the 
towns  and  cities  where  they  live  and  where  their  banks  do  business. 

State  and  local  development  organizations  also  play  a 
constructive  role  in  screening  and  financing  promising  local 
business  enterprises. 

Also,  about  200  privately  financed  venture  capital  firms 
finance,  counsel  and  otherwise  assist  high-tech  startups. 
Collectively,  venture  firms  invest  between  $2-4  billion  (about  one 
days  worth  of  volume  on  the  New  York  Stock  Exchange)  ,  in  about 
1,000  firms  annually. 

Small  Business  Investment  Companies  (SBICs)  and  Specialized 
SBICs  invest  perhaps  another  $1  billion  or  so  yearly  in  the  long- 
term  debt  and  equity  of  firms  classified  as  "small  businesses" 
("Small  Business  Reauthorization  and  Amendments  Act  of  1994,"  House 
Report  103-616,  July  21,  1994,  page  4). 

Capital  gains  rates  —  or  more  precisely,  the  differential 
between  tax  rates  on  ordinary  income  and  on  long-term  capital 
appreciation  —  are  the  key  ingredient  of  venture  investing. 

Currently  the  differential  is  between  the  39.6  percent  maximum 
ordinary  income  rate  and  the  28  percent  capital  gain  rate.  The 
incentive  would  be  much  more  powerful  if  Congress  were  to  adopt  a 
50  percent  exclusion  for  capital  gains,  so  that  the  maximum  capital 
gain  rate  would  fall  to  19.8  percent.  This  would  almost  double  the 
differential  from  11.6  percent  top  19.8  percent. 

The  Hatch-Lieberman  capital  gains  bill  (S.  959) ,  in  IBAA's 
view,  is  a  good  approach  to  engendering  the  patient  'capital  needed 
to  simulate  incentive  and  the  long-term  investment  needed  for 
economic  development.  It  targets  new  and  small  firms  for  a  portion 
of  its  benefits,  which  seems  to  us  to  be  desirable.  This  bill  also 
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forgoes  indexing  capital  gains  relief  for  inflation,  which  IBAA 
believes  is  prudent  restraint  under  current  budget  circumstances. 

Also,  IBAA  advocates  that  a  capital  loss  by  a  homeowner  on  the 
sale  of  a  primary  residence,  also  proposed  in  the  House,  be 
deductible  against  ordinary  income,  so  that  this  provision  is 
available  to  all  citizens,  regardless  of  income  or  wealth,  and 
under  all  economic  circumstances. 

ALTERNATIVE  MINIMUM  TAX  RELIEF  FOR  SMALL  FIRMS 

Bankers  report  that  Alternative  Minimum  Tax  (AMT)  problems  are 
not  just  for  larger  firms.  In  addition  to  the  liability  involved, 
AMT   involves   complex   accounting   and   reporting,   and   thus 
disproportionate  time  and  expense  on  the  part  of  smaller  firms. 

IBAA  thus  advocates  AMT  relief  that  is  scaled  to  be 
appropriate  to  smaller  banks  and  their  small  business  customers. 
Senators  Rockefeller  and  Burns  have  introduced  legislation  (S.  1160 
and  S.  1000)  that  appear  to  provide  viable  alternatives  to  the 
House-passed  AMT  provisions,  by  simplifying  the  depreciation 
situation  for  AMT,  and  allowing  the  deployment  of  unused  credits. 

SMALL  BUSINESS  EXPENSING  PROVIDES  DOUBLE  BENEFIT 

Small  business  expensing  allows  a  growing  enterprise  to 
subtract  from  taxes  the  full  cost  of  a  modest  investment  in  the 
year  it  is  made.  It  promotes  growth  and  employment  in  two  ways. 
First,  the  capital  of  the  enterprise  is  not  absorbed  in  taxes. 
Second,  complicated  bookkeeping,  taxplanning  and  reporting  is 
avoided.  Expensing  provides  a  double  benefit  —  capital  formation 
and  simplification. 

IBAA  thus  urges  the  Small  Business  Committee,  which  originated 
this  provision,  to  recommend  to  the  Finance  Committee  and  the 
Senate,  to  increase  the  level  of  expensing  from  the  current  $17,500 
per  year  to  at  least  $25,000,  with  periodic  indexing  for  price 
changes  in  future  years.  This  level  would  be  less  than  the  House- 
recommended  level  of  $35,000. 

CONCLUSIONS 

IBAA  believes  that  a  tax  bill  containing  the  above  elements 
would  be  the  best  capital  formation  tax  bill  of  the  past  15  years. 
It  would  up-date  and  enhance  fundamental  incentive  prouisions  of 
the  Internal  Revenue  Code,  and  would  do  so  at  less  cost  and  with 
more  efficiency  that  the  comparable  House-passed  provisions. 

By  helping  millions  of  agricultural,  commercial,  financial 
enterprises  and  homeowners,  such  a  bill  would  make  domestic 
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industries  more  competitive  at  home  and  overseas.  It  would  be 
maintain  and  increase  jobs.  It  would  help  our  overall  economy  and 
consumers  as  well  as  producers. 

It  would  also  preserve  family-owned  and  community-oriented 
agricultural,  commercial  and  financial  enterprises.  Without  these 
types  of  changes,  large  sections  of  this  country  are  likely  to  be 
transformed  into  places  of  large-scale,  absentee-owned  farms, 
retailers  and  banks,  whose  decision-makers  reside  in  distant  cities 
and  do  not  have  the  concerns  of  local  communities  at  heart. 

IBAA  would  be  pleased  to  work  with  the  Committees  concerned  to 
resolve  outstanding  issues  as  these  and  related  proposals  work 
their  way  through  the  legislative  process. 

Thank  you  again  for  this  opportunity  to  express  to  the 
Committee  our  views  on  these  important  matters. 


### 
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ICAA 

The  Independent  Contractor  Association  of  America,  Inc. 


The  Independent  Contractor  Association  of  America,  Inc.  (the  "ICAA")  is  a  national 
association  dedicated  to  the  preservation  of  independent  contractor  stams.  ICAA  members  consist 
of  individuals  working  as  independent  contractors  and  businesses  that  purchase  services  from 
independent  contractors. 

The  104th  Congress  has  generated  a  wealth  of  proposed  legislation  to  modify  the  rules  for 
determining  a  worker's  status  for  purposes  of  the  federal  tax  law.  While  the  bills  that  have  been 
introduced  thus  far  are  generally  favorable  to  the  preservation  of  independent  contractor  status,  the 
ICAA  urges  caution  in  the  consideration  of  such  bills.  Particularly,  ICAA  urges  that  the  statutory 
protection  for  independent  contractor  status  that  exists  under  current  law  —  on  whiqh  tens  of  thousands 
of  businesses  have  relied  in  structuring  their  relationships  with  independent  contractors  —  be  left 
undisturbed. 

ICAA  applauds  the  efforts  of  Representatives  Jon  Christensen  (R-Neb)  and  Jay  Kim  (R-CA) 
for  their  support  of  independent  contractor  status.  We  believe  that  their  bills  played  a  significant  role 
in  focusing  attention  at  Internal  Revenue  Service  on  the  problems  associated  with  the  IRS's 
administration  of  the  worker  classification  rules  —  which  ultimately  resulted  in  the  IRS  launching  its 
new  independent  contractor  initiatives.  We  nonetheless  have  some  concern  with  any  legislative 
proposal  affecting  the  status  of  workers,  because  by  "opening  up"  the  issue,  the  protection  for 
independent  contractor  status  under  current  law  could  be  at  risk. 

Consequently,  ICAA  respectfully  urges  that  the  Congress,  in  its  consideration  of  legislation 
affecting  independent  contractor  status,  ensure  that: 

•  The  protection  currently  provided  under  Section  530  not  be  displaced; 

•  The  other  statutory  independent  contractor  provisions  be  preserved; 

•  The  20-factor  common  law  test  for  determining  independent  contractor  status  remain 
as  the  "fall-back"  test  for  workers  who  do  not  satisfy  a  safe  harbor  test;  and 

•  If  the  proposal  results  in  a  revenue  loss  to  the  government,  the  proposal  not  be  "paid 
for"  by  imposing  withholding  —  mandatory  or  optional  —  on  payments  made  to 
independent  contractors. 

According  to  the  Small  Business  Administration,  there  are  five  million  independent  contractors 
in  America.  Almost  one-third  of  all  companies  use  independent  contractors  to  some  degree. 
Independent  contractor  status  gives  both  service  providers  and  service  recipients  the  flexibility  needed 
to  be  competitive  in  today's  economic  environment.  It  is  submitted  that  the  fact  that  so  many 
independent  contractors  currently  exist  demonstrates  that  the  existing  laws,  while  perhaps  not  perfect, 
are  not  altogether  flawed. 

Preserve  Section  530 

Section  530  of  the  Revenue  Act  of  1978  was  enacted  in  reaction  to  overzealous  efforts  by  the 
IRS  in  seeking  reclassification  of  workers  to  employee  status.  During  the  past  several  years,  the  IRS 
has  been  pursuing  a  program  with  similar  aggression  to  challenge  the  classification  of  independent 
contractors.  Many  businesses  that  engage  independent  contractors  currently  do  so  with  great  fear  of 
having  to  possibly  defend  the  classification  of  such  workers  in  a  lengthy  —  and  expensive  —  court 
battle.  Section  530  provides  a  valuable  refuge  for  such  businesses.  Section  530  provides  businesses 
with  a  means  of  engaging  independent  contractors  with  some  sense  of  security  that  the  IRS  will  leave 
them  alone.    Each  of  the  safe  harbors  of  Section  530  are  important  for  a  specific  reason. 

Reasonable  reliance  on  administrative  or  judicial  precedent  is  important,  because  it  protects 
businesses  that  have  sought  to  properly  classify  workers  based  on  a  good-faith  interpretation  of 
applicable  precedent.  The  subjective  nature  of  the  common  law  test  in  many  cases  defies  a  precise 
conclusion  as  to  a  worker's  status.  This  safe  harbor  is  needed,  therefore,  to  enable  businesses  that 
meet  the  other  Section  530  requirements  —  which  include  the  issuance  of  Forms  1099  and  consistent 
treatment  of  similarly-situated  workers  —  to  enter  into  business  relationships  with  contractors,  without 
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fear  that  the  IRS  will  later  interpret  the  precedent  differently  and  force  the  business  to  litigate  the 
matter  in  court. 

The  prior  IRS  audit  safe  harbor  is  important  because  it  protects  businesses  from  repeated  IRS 
audits,  year  after  year,  concerning  the  same  workers.  The  safe  harbor  was  enacted  precisely  because 
the  IRS  was  harassing  businesses  with  recurrent  audits  concerning  the  very  same  workers.  The 
criticism  sometimes  made  about  this  safe  harbor  —  that  it  would  apply  to  a  business  that  had  been 
audited  by  the  IRS  on  an  unrelated  issue  —  is  simply  unfounded.  The  requirement  that  reliance  on 
the  safe  harbor  be  "reasonable"  would  prohibit  that  possibility.  To  eliminate  this  valuable  safe  harbor 
would  subject  businesses,  once  again,  to  repeated  harassment  by  the  IRS  concerning  workers  who  the 
IRS  has  previously  determined  to  be  properly  classified. 

The  industry  practice  safe  harbor  is  a  critical  safe  harbor  for  those  industries  where  a  type  of 
worker  had  always  been  classified  as  an  independent  contractor,  but  no  administrative  or  judicial 
precedent  has  been  established  to  confirm  the  appropriateness  of  that  classification.  It  is  submitted 
that  where  an  industry  practice  has  been  followed  for  years  with  respect  to  the  classification  of  a  type 
of  worker,  there  is  no  plausible  rationale  for  disrupting  that  practice  —  especially  when  the 
compensation  paid  such  workers  is  reported  on  Forms  1099,  as  Section  530  requires. 

The  "other  reasonable  basis"  safe  harbor  is  valuable  to  those  businesses  that  have  a  reasonable 
basis  for  classifying  workers  as  independent  contractors  but  do  not  qualify  for  one  of  the  statutorily- 
prescribed  safe  harbors.  Courts  have  provided  a  constrained  interpretation  of  this  safe  harbor,  and 
current  law  in  this  area  should  not  be  disturbed. 

Overall.  Section  530  provides  a  safe  haven  protection  to  businesses  that,  since  the  law's 
enactment,  have  assiduously  complied  with  its  requirements.  Tens  of  thousands  of  business 
arrangements  have  been  structured  in  reliance  on  Section  530.  To  abandon  any  of  the  safe  havens 
offered  under  Section  530  would  significantly  disrupt  the  market  for  freelance  talent,  and  produce  no 
offsetting  benefit.  The  Form  1099  requirement  contained  in  Section  530  already  requires  that  the 
compensation  paid  independent  contractor  be  reported  to  both  the  worker  and  the  government.  Thus, 
there  would  be  no  revenue  gain  to  be  derived  from  such  a  disruptive  action  (acmally  there  would  likely 
be  a  revenue  loss  as  a  consequence  of  existing  business  relationships  that  produce  taxable  income  being 
severed). 

Section  530  was  enacted  to  stop  repeated  audits  and  ensure  fairness.  The  fairness  established 
by  Section  530  should  not  be  eliminated. 

For  the  foregoing  reasons,  ICAA  strongly  urges  that  the  Congress,  in  its  consideration  of 
alternative  proposals  to  reform  the  independent  contractor  laws,  not  disturb  the  protection  currently 
provided  under  Section  530. 

Retain  the  Common  Law  Test 

No  matter  what  the  Congress  decides  with  respect  to  the  establishment  of  additional  safe  harbor 
protection  for  independent  contractor  status,  ICAA  submits  that  it  is  imperative  that  the  common  law 
test  be  preserved  for  those  workers  who  might  not  qualify  for  a  safe  harbor. 

The  nation's  economy  is  dynamic  and  unpredictable.  Individuals  are  currently  providing 
services  that  merely  a  decade  ago  could  not  have  been  fathomed.  Thus,  while  a  safe  harbor  could  be 
devised  that  covers  all  types  of  services  that  are  provided  in  today's  economy,  there  is  simply  no  way 
to  ascertain  whether  the  safe  harbor  would  also  cover  new  types  of  services  that  might  be  performed 
five  years  from  now,  or  even  two  or  three  years  hence.  For  this  reason,  ICAA  submits  that  it  is 
imperative  that  the  common  law  test  —  as  a  test  of  last  resort  —  remain  sacrosanct. 

No  Withholding 

Proposals  have  been  offered  to  impose  withholding  on  payments  made  to  independent 
contractors.     The  proposals  have  been  offered  either  as  a  "trade-off"  for  certainty  in  a  worker's 
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independent  contractor  status,  or  as  a  means  to  "pay  for"  the  revenue  loss  that  is  attributable  to  a 
proposal  that  modifies  the  worker  classification  rules  in  a  way  favorable  to  independent  contractors. 

ICAA  submits  that  any  withholding  proposal  —  mandatory  or  optional  —  would  be  devastating 
to  the  viability  of  independent  contractor  status. 

To  single  out  the  independent  contractor  sole  proprietorship  for  withholding  —  while  exempting 
other  forms  of  business  —  would  place  independent  contractors  at  an  unfair  disadvantage  relative  to 
their  competition.  Current  law  recognizes  several  forms  of  business,  e.g.,  corporation,  partnership, 
proprietorship,  LLC  and  LLP.  A  company  that  contracts  with  a  firm  to  provide  services  currently 
has  no  duty  to  withhold  on  the  fees  paid  the  firm,  irrespective  of  the  form  of  entity  through  which  the 
firm  operates.  To  single  out  proprietorships  for  imposing  withholding  would  impede  their  ability  to 
attract  and  retain  clients,  inasmuch  as  their  clients  and  potential  clients  would  be  burdened  with  the 
administrative  duties  associated  with  withholding  when  contracting  with  proprietorships,  but  not  when 
contracting  with  their  competitors  that  operate  through  a  different  form  of  business. 

Furthermore,  to  impose  withholding  on  payments  made  to  independent  contractors  would  create 
competitive  imbalances  within  and  among  industries.  The  actual  financial  impact  on  a  business  of, 
for  example,  a  5-percent  withholding  rate  would  depend  on  the  bustness's  net  profit  as  a  percentage 
of  gross  revenues.  A  business  with  a  net  profit  margin  of  10  percent  of  gross  revenues  would  be 
much  more  affected  by  5  percent  being  withheld  from  their  fees  than  a  business  with  a  net  profit 
margin  of  50  percent  of  gross  revenues.  In  the  former  case,  the  government  would  be  withholding 
50  percent  of  net  income  for  the  year  (5%  /  10%),  whereas  In  the  second  case  the  government  would 
be  withholding  10  percent  (5%  /  50%).  Such  variances  of  net  income  as  a  percentage  of  gross 
revenues  exist  both  within  and  among  industries. 

The  reason  that  withholding  is  not  problematic  as  applied  to  employees  is  that  an  employee's 
net  income  from  a  job  is  generally  equal  to  or  very  near  100  percent  of  wages  paid.  Employees  are 
not  required,  for  example,  to  advertise  their  services,  to  purchase  the  equipment  and  supplies  needed 
to  perform  their  services  or  to  pay  the  expenses  otherwise  incurred  in  ruiming  a  business.  Their 
employers  assimie  those  burdens.  And,  their  employers  are  not  subject  to  withholding. 

Conclusion 

For  the  foregoing  reasons,  the  ICAA  respectfully  urges  that  the  Congress  approach  new 
legislative  proposals  for  addressing  the  perennial  issue  of  worker  classification  cautiously,  and  that 
protections  that  are  contained  under  current  law  not  be  sacrificed  as  a  price  to  be  paid  for  a  new  and 
untested  approach  for  resolving  worker  classification  disputes. 

ICAA  appreciates  the  opportunity  to  present  this  statement.  If  you  have  any  questions  or  would 
like  additional  information  concerning  the  foregoing  comments  or  the  ICAA,  please  let  us  know. 

Respectfully  submitted. 


Russell  A.  Hollrah 

Independent  Contractor  Association  of  America,  Inc. 

1225  I  Street,  N.W. 

Suite  1000 

Washington,  D.C.    20005 

(202)  842-3400 
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DEBBI-JO  HORTON 

Accountant 


225  Waterman  Avenue  (401)435-4988 

P.O.  BoxWl^S-    14288  Fax;  (401 )  434-9203 

East  Providence,  Rhode  Island  02914 


Congress  of  the  United  States 
Committee  on  Small  Business 
Senator  Christopher  Bond,  Chairman 
Subcommittee  on  Taxation  and  Finance 
428A  Russell  Senate  Office  Building 
Washington,  DC  20510 

Chairman  Bond  and  Members  of  the  Conunittee 

My  name  is  Debbi-Jo  Horton  I  am  an  appointed  delegate  to  the  Rhode  Island  Delegation  of 
the  1995  White  House  Conference  on  Small  Business  and  serve  as  their  Ta.xation  Chair  and  the 
Elected  New  England  Regional  Taxation  Chair  for  the  Implementation  team    I  also  am  the  owner  of 
a  small  business  located  in  East  Providence,  Rhode  Island    I  have  been  in  business  for  6  years,  during 
which  time  I  have  worked  closely  with  my  clients  on  the  issue  of  employee  vs  independent 
contractor    I  hold  a  Bachelor  of  Science  in  Administration  with  a  major  in  Accounting  from  Bryant 
College  and  am  working  toward  my  certification  as  a  CPA 

I  commend  this  Committee  for  giving  the  issue  of  the  Independent  Contractor  such  timely 
consideration  According  to  the  1995  White  House  Conference  on  Small  Business,  it  is  the  most 
important  issue  plaguing  small  business  today 

Many  of  the  delegates  to  the  WTiite  House  Conference  on  Small  Business  participated  in  long, 
hard  debate  about  the  specific  wording  of  the  National  Conference  Recommendation  Agenda 
(NCRA)  #224  that  was  amended  and  passed  as  the  #1  issue  of  the  1995  White  House  Conference  on 
Small  Business    Through  the  generosity  of  America  Online,  delegates  from  across  the  Country 
communicated  their  views,  debated  them,  and  refined  the  wording  of  recommendations  that  would 
represent  the  majonty  of  ail  small  business  owners    Amendments  were  debated  even  during  the 
Conference  itself  and  the  final  version  is  as  follows 

224    The  definition  of  an  independent  contractor  must  be  clarified    Congress  should  recognize  the 
legitimacy  of  an  independent  contractor 

a)  The  20  factor  test  is  too  subjective    The  number  of  relevant  factors  should  be  narrowed 
with  more  definition  guidelines  for  implementation    Realistic  and  consistent  guidelines  which  require 
one  of  four  criteria,  plus  a  written  agreement    The  criteria  are  ( I ) 


Tax  Consultant  Executive  Bookkeeping 
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realization  of  profit  or  loss,  (2)  separate  principle  place  of  business;  (3)  making  services 
available  to  the  general  public,  or  (4)  paid  on  a  commission  basis. 

b)  Safe  harbor  pro\-isions  should  be  established  which  would  protect  the 
hiring  business  from  the  burdensome  penalties  currently  being  assessed  by  the  ERS.  De 
Minimis  rules  based  on  dollars  paid,  hours  worked,  years  in  business,  and/or  specified 
closed  end  projects  should  be  established. 

c)  The  ERS  should  eliminate  back  taxes  for  misclassification  when  Form 
1099's  are  filed  and  there  is  no  eudence  of  fi"aud. 

d)  Congress  should  specifically  allow  employers  and  independent  contractors 
to  provide  joint  technical  training  and  to  jointly  utilize  major  specialized  tools  without 
jeopardy  of  reclassification  of  the  independent  contractor  to  employee  status. 

e)  Changes  and  implementation  processes  should  be  formulated  by  a  joint 
committee  of  legislators  and  small  business  people. 

This  recommendation  received  1471  votes. 

Many  small  businesses  are  either  independent  contractors  or  users  of  the  services 
of  independent  contractors.  Frequently  they  are  both.  For  instance,  I  am  an  independent 
contractor  to  the  clients  I  ser\'ice  and  I  use  independent  contractors  for  brokering  assets, 
marketing  advice,  or  computer  w  ork.  I  do  not  possess  the  knowledge  to  ser\'ice  my 
clients  properly  in  those  areas,  nor  is  it  reasonable  for  me  to  hire  these  people  as  an 
employee. 

The  subjecti\'ity  of  the  ERS's  20  factor  test  can  bankrupt  a  small  business.  The 
ramifications  of  the  reclassification  of  an  independent  contractor  to  employee  status  is 
costly  and  often  the  reclassification  unfair  and  unreasonable.  The  worst  case  scenario  in 
regards  to  taxes  due,  penalty  and  interest  can  be  best  seen  in  this  graph. 


Reclasiflcation  of  Independent  Contract 
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This  graph  is  based  on  an  independent  contractor  with  a  S50,000  contract  that  has 
been  reclassified  as  an  employee  with  the  IRS  determining  intentional  misclassification. 
The  ramification  would  be  100%  of  employer's  PICA  &  Medicare  and  100%  of 
employee's  PICA  &  Medicare;  100%  of  the  income  taxes  that  would  have  been  withheld 
assuming  the  contractor  was  single  with  one  exemption 

Then  because  of  the  determination  that  the  misclassification  was  intentional,  and 
this  does  not  have  to  be  proven  by  the  ERS,  the  penalty  would  be  100%  of  the  tax.  In 
addition  they  could  assess  penalties  for  failure  to  file  employment  forms,  make  timely 
deposits,  accuracy-related  penalty  for  negligence  or  substantial  understatement  of  taxes, 
penalty  for  ciN-il  fi-aud,  and  even  aiding  and  abetting  the  understatement  of  tax  Uability. 

Then  there  is  interest  which  is  currently  7%.  This  would  apply  to  all  open  years. 
Personal  liability  exists  for  "trust  fiand"  portions  of  these  taxes  and  100%  penalty  for 
failure  to  file  carmot  be  discharged  in  bankruptcy. 

.And  this  is  only  the  beginning,  reclassification  can  effect  qualified  pension  plans 
and  other  benefit  plans  because  all  of  the  nondiscrimination  tests  must  be  refigured. 

An  example  of  this  is  what  happened  to  a  Smithfield,  RI  company.  They  were 
contacted  by  an  IRS  Agent  and  asked  if  he  could  stop  by  to  discuss  the  issue  of  employee 
vs.  independent  contractor  with  them.  They  were  assured  that  this  was  not  an  audit  it  was 
an  informative  interview  only. 

They  cooperated  and  were  ven,'  forthcoming  in  their  inter\'iew  with  the  agent. 
Shortly  after  completion  of  the  interview,  they  were  again  contacted  and  informed  that  a 
pasTolI  and  subcontractor  audit  would  be  conducted 

The  IRS  reclassified  .ALL  subcontractors  as  employees  for  the  years  1986-1988 
and  assessed  penalty,  interest  and  all  portions  of  payroll  taxes  for  both  employer  and 
emplovee.  They  were  assessed  a  total  of  S72,000  and  told  that  a  certified  check  must  be 
delivered  within  24  hours  or  a  one  and  one  half  times  penalty  would  be  assessed  bringing 
the  total  to  SI 08.000 

The  company  hired  legal  council  and  spent  the  next  two  years  fighting  the 
assessment  incurring  510,000  in  attorney  fees.  The  IRS  settled  for  S3 8,000  and  affidavits 
signed  by  each  independent  contractor  cenifying  that  they  had  paid  their  self-employment 
taxes.  If  it  hadn't  been  for  their  family  and  fiiends  they  would  have  had  to  close  the  doors. 
The  settlement  amount  was  paid. 

But,  it  didn't  end  there.  The  IRS  still  kept  placing  liens  on  their  property  even 
though  the  settlement  had  been  made.  It  took  an  additional  6  months  to  straighten  it  out 
at  which  time  they  received  a  hand-written  note  of  apology  for  the  inconvenience. 
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The  Independent  Contractor  issue  is  a  major  concern  for  many  small  businesses. 
Willie  it  may  appear  that  individuals  are  serving  as  employees  of  a  small  business  in  fact 
they  are  not. 

The  duration  of  employment  under  contract  may  very  well  be  an  issue  for  the 
Internal  Revenue  Service,  however,  there  is  a  severe  misunderstanding  of  the  o\'erall 
status  of  this  individual. 

A  good  case  in  point  would  be  a  Repertory  Theater.  Many  of  the  actors  consider 
themselves  independent  contractors  and  in  fact  they  are.  While  they  may  be  employed  by 
a  particular  theater  for  a  duration  of  time,  the  fact  is  that  they  are  also  marketing  their 
skills  and  abilities  to  many  others. 

An  actor  is  responsible  for  auditioning  for  parts  in  a  play.  Inasmuch,  they  may  be 
successfial  in  obtaining  parts  in  a  series  of  plays  over  an  extended  period  of  time  with  the 
same  theater.  However,  the  indi\'idual  still  serves  as  an  independent  contractor  and  not  an 
employee    The  guaranteed  employment  is  not  present  at  anytime  and  their  ability  to 
provide  services  to  others  at  the  same  time  is  still  present. 

Similar  arguments  could  be  made  for  nurses  that  serve  as  independent  contractors. 
Self  employment  and  the  ability  to  market  their  services  to  others  provides  them  with  the 
flexibility  to  serve  numerous  clients.  This  is  very  important  to  them  as  small  business 
persons.  The  mere  fact  that  they  may  serve  the  same  company  for  multiple  patients  does 
not  constitute  the  presence  of  permanent  employment  status 

A  large  number  of  independent  contractors  are  self-employed  with  no  financial 
means  to  educate  themselves  or  their  employee(s)  with  technical  training.  They  can  often 
obtain  this  training  through  a  client  with  joint  training  sessions.  To  the  client  this  would 
make  sense,  because  if  you  change  part  of  your  system  or  procedure  then  it  only  makes 
sense  to  train  .ALL  the  people  who  use  it,  including  independent  contractors. 

I  have  reviewed  the  contents  of  H  R  1972  and  H.R  582  and  they  both  provide  a 
good  foundation  for  change,  but  both  fall  a  little  short  of  the  legislation  we  need  to  resolve 
the  independent  contractor  debate    Of  the  two  bills  H.R  1972  is  closer  to  the  needed 
wording  to  recognize  the  legitimacy  of  the  independent  contractor  and  clarify  the  Internal 
Revenue  Code  as  it  currently  stands.  This  bill  is  more  current  and  has  the  support  of  the 
Sponsor  of  H  R.  582  and  many  of  H.R  582's  Cosponsors. 

H.R  1972  does  not,  however,  repeal  the  20  factor  test  that  is  in  the  current  Code. 
It  is  essential  to  repeal  Section  530  as  it  refers  to  the  20  factor  test  and  codify  the  revisions 
of  the  final  version  of  the  bill.  The  Taxation  Implementation  team  from  the  10  regions 
would  be  willing  to  be  part  of  a  joint  task  force  of  legislators  and  small  business  people  to 
negotiate  the  needed  changes  to  this  bill  and  justify  the  points  made  in  the  Delegates' 
Independent  Contractor  Recommendation. 
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The  American  Institute  of  Certified  Public  Accountants  (.AICPA)  have  come 
forward  with  a  safe  harbor  recommendation  that  would  guarantee  independent  contractor 
treatment  of  a  worker.  The  delegates  to  the  WTute  House  Conference  on  Small  Business 
discussed  elements  of  the  AJCPA  position  at  the  Conference  and  have  continued  this 
debate  as  it  relates  to  our  top  issue  recommendation. 

Essentially,  the  AICPA  position  provides  for  a  iron  clad  safe  harbor.  If  the 
employer  withholds  5%  of  the  subcontractor's  gross  revenue,  remits  the  withholding  to  the 
IRS  with  appropriate  1 099  filings,  and  there  is  a  written  agreement,  then,  an  independent 
contractor  arrangement  exists  and  the  IRS  can  not  reclassify.  This  is,  in  my  view,  an 
employer  based  pro\'ision  and  could  potentially  change  the  relationships  between  employer 
and  employee. 

The  safe  harbor  provision  as  set  forth  by  the  AICPA  is  not  concerned  with  the 
merits  of  the  employment  relationship  at  all.  The  employer  can  secure  independent 
contractor  treatment  on  any  newly  hired  worker  as  long  as  the  5%  withholding  is 
implemented  and  a  written  agreement  executed.  The  regional  taxation  chairs  of  the 
WTiCSB  have  discussed  this  and  concur  this  would  not  only  support  the  current  trend  of 
large  corporate  downsizing,  but  encourage  small  business  owners  to  engage  in 
independent  contractor  arrangements  when  ever  attainable.  Proponents  contend  the 
market  place  will  self-monitor  the  relationships  and  not  allow  for  a  shift  fi-om  employee 
status  to  independent  contractor.  We  contend  if  an  employer  can  secure  independent 
contractor  status  in  lieu  of  employee  status  with  an  iron  clad  safe  harbor,  they  will  do  so. 
The  employer  will  no  longer  have  to  match  social  security  and  Medicare  liabilities,  fund 
employee  benefits  and  profit  sharing,  pay  for  unemployment  insurance,  vacations,  holidays 
and  sick  pay,  or  be  subject  to  Department  of  Labor  rules,  and  family  leave  legislation.  We 
contend  the  employee  will  often  accept  these  conditions  in  exchange  for  employment  due 
to  the  tight  job  market  and  competition  for  employment. 

If  in  fact  this  is  a  result  of  the  AICPA  safe  harbor,  the  shift  in  employment 
relationships  will  produce  many  more  1099  filings  with  the  5%  withholding  and  reduce  the 
number  of  W-2  filings.  This  could  actually  decrease  the  number  of  withholdings  remitted 
to  the  IRS  on  a  monthly  basis  since  the  employee  withholdings  are  much  higher  than  5%, 
and  potentially  require  even  more  collection  efforts  on  the  part  of  the  IRS. 

The  WTiite  House  Conference  Delegates  discussed  a  5%  withholding  option  and 
determined  this  was  not  practical  nor  viable.  Small  business  is  overwhelmed  with 
compliance  regulations  and  paperwork  as  is.  Additional  compliance  in  the  form  of 
subcontractor  withholdings  will  create  an  undue  burden. 

In  addition,  5%  of  withholding  could  represent  some  small  businesses  entire  net 
income  or  an  amount  well  above  the  total  taxes  due.  I  have  provided  information  from  an 
actual  subcontractor's  1993  and  1994  schedule  C  to  document  this.  The  taxpayer  is  a  self- 
employed  carpenter,  married,  with  two  children  and  a  non-working  spouse.  His  self- 
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employed  income  is  the  sole  source  of  their  support    The  effects  of  a  5%  withholding 
would  be  as  follows 


Gross  revenue  from  self-employment 
5%  withholding  by  employer 
Net  income  from  self-employment 
Percentage  of  withholding  on  net  income  from 

self-employment 
Actual  tax  liability  net  of  Earned  Income  Credit 

As  indicated,  in  industries  with  high  cost  of  goods  sold  and  small  margins,  the  5% 
withholding  could  prevent  the  self-employed  business  from  continuing  and/or  providing 
for  their  families    This  provision  also  creates  a  hardship  on  new  start-up  businesses  who 
often  operate  at  a  loss  the  initial  year  of  operation 

The  safe  harbor  provision  as  presented  by  the  AICPA  is  form  over  substance,  pure 
and  simple    In  the  event  the  safe  harbor  is  not  obtained,  the  20  common  law  factor  test 
applies 

The  White  House  Conference  on  Small  Business  delegates  represent  the  concerns 
of  both  the  employer  and  the  worker    The  burden  cannot  be  passed  on  to  the  small 
businesses  to  make  the  independent  contractor  comply  with  filing  his/her  Schedule  C  and 
paying  his/her  share  of  taxes    Most  small  businesses  do  comply  with  the  reporting 
requirements  for  their  independent  contractors    Burdening  them  with  withholding 
requirements  would  not  promote  additional  compliance    In  fact,  it  could  very  well  reduce 
the  amount  of  compliance    For  example,  if  the  contractor  refuses  to  work  for  the  service 
user  if  there  is  withholdings,  and  the  service  user  needs  to  use  this  particular  contractor, 
the  user  will  not  withhold    Fearing  a  RED  FLAG  ALERT  by  filing  a  1099  with  no 
withholdings,  the  user  will  not  file  the  1099,  and  the  IRS  will  then  have  no  way  to 
determine  compliance  by  the  independent  contractor 

I  am  very  appreciative  of  this  Committee  and  the  104th  Congress  for  making  it  a 
priority  to  streamline  regulations    It  is  my  opinion  and  that  of  the  1,471  delegates  that  the 
independent  contractor  rules  are  the  perfect  place  to  begin 

I  thank  Chairman  Bond  and  this  Committee  for  giving  me  the  opportunity  to 
submit  this  written  testimony  for  the  September  20,  1995  hearings,  and  I  welcome  any 
questions  you  may  have 
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Mr.  Chairman  and  distinguished  Members  of  the  Committee: 

I  am  pleased  to  present  the  views  of  the  Administration  on 
pension  simplification.   Pension  simplification  is  an  extremely 
important  tax  issue  —  especially  for  small  business  —  and  we 
hope  Congress  will  act  on  it  this  year.   My  testimony  will  focus 
on  the  Administration's  pension  simplification  proposal,  as  it 
relates  to  small  business. 

On  June  12,  1995,  the  President  announced  the 
Administration's  pension  simplification  proposal  at  the  White 
House  Conference  on  Small  Business.   The  Administration's  package 
contains  significant  elements  that  will  simplify  pensions  for 
businesses  of  all  sizes,  as  well  as  for  tax-exempt  organizations, 
governmental  plan  sponsors,  multiemployer  plans,  and  employees. 
However,  much  of  the  proposal  is  focused  directly  on  small 
business. 

In  advancing  this  proposal,  the  Administration's  principal 
goal  was  to  initiate  a  bipartisan  effort  this  year  to  enact 
legislation  that  both  simplifies  the  pension  system  and  expands 
coverage,  with  special  emphasis  on  the  needs  of  small  business. 
Therefore,  we  were  pleased  when  Senators  Pryor  and  Hatch 
introduced  S.  1006,  the  "Pension  Simplification  Act  of  1995,"  on 
June  30.   This  legislation  moves  the  process  forward  in  a  very 
constructive  manner  and  includes  many  provisions  that  are  similar 
to  those  proposed  by  the  Administration.   (On  July  13,  this 
legislation  was  introduced  in  the  House  of  Representatives,  as 
H.R.  2037,  by  Representatives  Portman  and  Cardin.)   In  addition, 
a  number  of  miscellaneous  proposals  that  relate  to  pension 
simplification  have  been  introduced  and,  on  July  11  and  12,  the 
Ways  and  Means  Committee  held  hearings  on  these  and  other  tax 
proposals.   Pension  simplification  was  also  part  of  the  Tax 
Simplification  Act  of  1995,  which  was  part  of  a  broader  measure 
reported  on  September  19,  1995  by  the  Ways  and  Means  Committee  to 
the  House  Budget  Committee  pursuant  to  budget  reconciliation 
instructions. 
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Accordingly,  we  now  have  an  opportunity  to  simplify  pensions 
and  to  expand  significantly  the  number  of  workers  in  small 
businesses  who  are  covered  by  retirement  plans.   The  Committee's 
focus  on  this  issue  is  therefore  most  timely. 

Pension  simplification  is  an  issue  for  which  there  has  long 
been  consensus  and  broad-based,  bipartisan  support.   In  1992,  for 
example,  pension  simplification  legislation  sponsored  by  then- 
Senator  Bentsen,  Senator  Pryor,  and  numerous  others  was  passed 
twice  by  Congress  as  part  of  broader  tax  legislation  in  H.R.  11 
and  H.R.  4210  that  was  vetoed  twice  by  President  Bush.   In  1994, 
the  House  of  Representatives  passed  H.R.  3419  (the  "Tax 
Simplification  and  Technical  Corrections  Act") ,  which  contained 
many  pension  simplification  provisions  that  were  similar  to  those 
included  in  H.R.  11  and  H.R.  4210.   The  Ways  and  Means 
Committee's  recent  hearings  considered  various  modifications  to 
the  pension  simplification  provisions  of  H.R.  3419,  and  the  Ways 
and  Means  Committee's  Tax  Simplification  Act  of  1995  includes 
many  of  the  provisions  of  H.R.  3419  and  certain  of  the  proposed 
modifications  that  were  the  subject  of  the  recent  hearings. 

The  Adfihinistration's  proposal,  S.  1006,  the  Tax 
Simplification  Act  of  1995,  and  H.R.  3419  have  many  provisions  in 
common.   Indeed,  the  majority  of  their  provisions  are  very 
similar.   Of  the  differences,  most  are  minor  or  technical, 
although  a  few  are  more  substantive.   I  want  to  emphasize,  in 
particular,  that  while  there  are  some  differences  between  the 
Administration's  proposal  and  S.  1006,  our  goals  are  the  same. 
We  are  eager  to  continue  to  work  with  Senators  Pryor  and  Hatch, 
and  other  interested  Senators,  as  well  as  this  Committee  and  the 
Finance  Committee  to  achieve  our  common  goals. 

My  testimony  will  first  review  the  key  provisions  of  the 
Administration's  proposal  that  relate  to  small  business  and  will 
then  briefly  review  other  Administration  proposals  benefiting 
small  business. 

ADMINISTRATION'S  PROPOSAL 

In  the  21  years  since  Congress  enacted  the  Employee 
Retirement  Income  Security  Act  of  1974  (ERISA)  to  protect  pension 
promises  made  to  employees,  the  pension  laws  have  become 
extremely  complicated.-  There  are  many  reasons  for  this:  the 
desire  of  employers  to  have  a  high  degree  of  flexibility  in 
designing  plans  that  best  suit  their  work  force;  the  policy 
objective  of  ensuring  that  most  employees  receive  tax  and  savings 
benefits  from  retirement  plans  that  are  comparable  to  those 
provided  to  highly  compensated  employees  and  business  owners;  the 
need  to  prevent  specific  tax-shelter  abuses;  the  need  to  limit 
tax-favored  retirement  accumulations  in  light  of  revenue 
implications;  and  the  desire  to  "grandfather"  past  options  when 
changing  the  law. 
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While  each  of  these  is  an  important  objective,  and  while  the 
private  pension  system  has  been  greatly  strengthened  as  a  result 
of  ERISA  and  its  amendments,  the  cumulative  effect  —  together 
with  almost  annual  legislative  changes  —  has  been  to  raise 
compliance  and  administrative  costs.   This  is  one  reason  many 
small  employers,  in  particular,  believe  they  cannot  offer 
retirement  plans  to  their  employees  and  one  reason  the 
Administration  has  put  forward  its  pension  simplification 
proposal. 

The  law  currently  includes  a  number  of  complex  rules  that 
are  outmoded,  redundant,  or  no  longer  necessary  to  achieve  policy 
goals.   Simplification  of  current  law  will  encourage  more 
employers,  both  small  and  large,  to  contribute  to  their 
employees'  retirement  and  to  provide  employees  with  simpler,  tax- 
advantaged  ways  to  save  for  retirement.   In  addition,  by  reducing 
administrative  expenses,  more  of  the  money  spent  by  employers  to 
maintain  pension  plans  can  go  to  providing  benefits  to  employees, 
rather  than  to  paying  lawyers,  accountants,  consultants,  and 
actuaries. 

In  developing  the  Administration's  proposal,  our  goal  was 
not  only  to  simplify  the  pension  system  so  that  more  dollars 
could  be  spent  on  benefits  and  less  on  administrative  and 
compliance  costs,  but  also  to  expand  pension  coverage  — 
particularly  in  small  businesses  and  among  average  and  lower-paid 
employees  who  might  not  otherwise  save  for  retirement.   The  tax- 
favored  treatment  accorded  to  employer-provided  retirement  plans 
under  current  law  is  designed  to  encourage  those  who  own  and 
manage  businesses  to  extend  retirement  benefits  to  these  rank- 
and-file  employees.   Simplification  —  with  its  attendant  revenue 
loss  —  must  be  consistent  with  —  and  indeed  enhance  —  this 
fundamental  pension  policy. 

The  Administration's  proposal,  particularly  the  proposal  for 
a  new,  simple  retirement  plan  for  small  business  (the  NEST) ,  was 
also  designed  to  further  the  broader  objective  of  continuing  the 
healthy  growth  of  our  economy  by  promoting  savings  generally. 
This  is  a  very  important  goal.   The  Nation's  rate  of  saving  has 
declined  dramatically  since  the  1970s,  and  the  Administration 
believes  that  increasing  the  rate  of  saving  is  essential  if  the 
United  States  is  to  improve  living  standards  in  the  future. 

The  Administration  also  strongly  believes  that  pension 
simplification  should  be  "paid  for",  i.e.,  that  appropriate 
revenue  offsets  must  be  provided  for  simplification  proposals  to 
the  extent  that  they  lose  revenue.   Accordingly,  the 
Administration's  proposal  has  been  designed  to  achieve  pension 
simplification  and  expanded  coverage  in  a  manner  that  will  be 
"affordable"  and  cost  effective  —  to  achieve  as  much  as  possible 
while  minimizing  revenue  loss. 
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The  Administration's  proposal  is  the  product  of  an 
interagency  process  initiated  at  the  direction  of  Vice  President 
Gore  as  part  of  National  Performance  Review  II.   Staff  from  the 
Treasury  Department,  the  Department  of  Labor,  the  Pension  Benefit 
Guaranty  Corporation,  the  Small  Business  Administration,  the 
National  Economic  Council,  the  Council  of  Economic  Advisers,  and 
the  Office  of  Management  and  Budget  participated  in  its 
development.   The  Administration  also  consulted  with  numerous 
outside  groups,  including  representatives  of  small  business.   The 
legislative  components  of  Administration's  proposal  (which  also 
includes  administrative  initiatives  in  addition  to  legislative 
components)  are  described  in  detail  in  Attachment  A  to  this 
testimony,  which  we  recently  transmitted  to  Congress. 

The  Administration's  proposal  includes  a  number  of 
provisions  that  would  contribute  substantially  to  simplifying  the 
pension  system  and  expanding  coverage  for  small  business.   The 
key  provisions  are  summarized  below. 

The  Administration  will  work  with  Congress  to  fully  offset 
the  cost  of  the  Administration's  proposal. 

1.    Establish  the  National  Employee  Savings  Trust  (NEST) 

The  Administration  has  proposed  a  new,  optional,  simple 
retirement  plan  for  employers  (including  tax-exempt  organizations 
and  state  or  local  governments)  with  100  or  fewer  employees.   The 
new  plan  would  be  known  as  the  National  Employee  Savings  Trust, 
or  "NEST." 

The  tax-favored  employer  retirement  plans  currently 
available  under  the  Internal  Revenue  Code  have  not  been 
sufficiently  successful  in  inducing  small  employers  to  provide 
retirement  benefits  for  their  employees.   For  example,  according 
to  Department  of  Labor  Analysis  of  the  April,  1993  Current 
Population  Survey,  it  is  estimated  that,  in  1993,  only  24%  of 
full-time  workers  in  private  firms  with  fewer  than  100  employees 
were  covered  by  employer-sponsored  retirement  plans.   In 
contrast,  73%  of  full-time  workers  in  firms  with  1,000  or  more 
workers  were  covered. 

The  administrative  cost  and  complexity  associated  with 
traditional  qualified  retirement  plans  often  discourage  small 
employers  from  sponsoring  these  plans.   Especially  for  employers 
with  few  employees,  the  cost  of  maintaining  the  plan  may  be  large 
relative  to  the  benefits  provided  to  employees.   In  addition, 
many  small  businesses  are  simply  discouraged  by  the  complexity  of 
existing  law  and  by  the  fact  that  establishing  a  plan  requires 
additional  interactions  with  the  government. 

Efforts  have  been  made  in  past  years  to  design  a  simplified 
plan  for  small  business,  including,  for  example,  the  simplified 
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employee  pension  (SEP)  that  exists  under  current  law,  or  the 
PRIME  proposal.   Development  of  the  NEST  has  benefited  from  these 
past  efforts. 

The  NEST  is  designed  to  reduce  dramatically  the  cost  and 
complexity  that  small  businesses  face  under  existing  employer 
retirement  plans  and,  by  doing  so,  to  expand  the  number  of 
employees  covered  by  plans.   It  is  structured  to  stimulate  broad 
coverage  while  operating  in  a  simple  manner  and  avoiding 
burdensome  testing,  reporting,  and  correction  requirements.   A 
company  operating  a  NEST  will  have  no  continuing  interaction  with 
either  the  IRS  or  the  Department  of  Labor. 

The  NEST  is  a  balanced  package  designed  as  a  first  pension 
plan,  an  extremely  simple  starter  plan  that  substitutes  simple 
coverage  rules  and  dollar  limitations  for  virtually  the  entire 
panoply  of  complex  testing  and  reporting  requirements  designed  to 
ensure  coverage  and  compliance  in  larger  plans  that  permit 
greater  contributions.   The  NEST  is  a  new  alternative  plan.   It 
provides  a  vehicle  for  businesses  who  have  not  found  existing 
plans  simple  enough.   It  offers  a  choice  —  businesses  could 
still  choose  more  complex  and  flexible  plans  if  those  suited 
their  needs. 

The  key  features  of  the  NEST  are  described  below: 

No  top-heavy  or  nondiscrimination  testing.   NESTs  would 
not  be  subject  to  the  top-heavy  rules,  the  nondiscrimination 
rules  that  apply  to  elective  contributions  under  a  section 
401 (k)  plan,  the  nondiscrimination  rules  that  apply  to 
matching  contributions,  or  the  nondiscrimination  rules 
applicable  to  SEPs  and  salary  reduction  SEPS  (SARSEPs) . 
Instead,  every  NEST  would  simply  be  required  to  satisfy  one 
of  two  design-based  safe  harbors. 

Under  the  first  safe  harbor,  the  employer  would  make  a 
3%  nonelective  contribution  for  each  eligible  employee,  and 
the  employer  could  allow  employees  to  make  elective 
contributions  of  up  to  $5,000  per  year.   Under  the  second 
safe  harbor  the  employer  also  would  make  a  1%  nonelective 
contribution  for  each  eligible  employee.   The  employer  would 
allow  employees  to  make  elective  contributions  of  up  to 
$5,000  per  year  and  would  provide  a  100%  matching 
contribution  on  those  elective  contributions  up  to  3%  of  pay 
and  a  matching  contribution  of  at  least  50%  (and  no  greater 
than  100%)  on  the  next  2%  of  employees'  elective 
contributions.   The  matching  formula  and  1%  contribution 
under  the  NEST  are  the  same  as  the  contributions  under  the 
Federal  Thrift  Savings  Plan.   Because  NESTs  would  not  be 
subject  to  the  top-heavy  rules,  no  top-heavy  minimum 
contributions  (generally  3%  of  pay)  would  have  to  be  made 
for  nonkey  employees. 
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The  NEST  is  designed  to  provide  small  businesses  both 
simplicity  and  flexibility.   A  NEST  could  provide  for 
discretionary  nonelective  employer  contributions  in  excess 
of  the  safe  harbor  minimums  (3%  or  1%  respectively) ,  as  long 
as  these  additional  contributions  represented  an  equal 
percentage  of  pay  for  all  eligible  employees.   Total 
nonelective  contributions  (including  both  the  safe  harbor 
minimums  and  discretionary  contributions)  would  be  limited 
to  5%  of  pay. 

Consistent  with  the  goal  of  the  Administration's 
proposal  to  simplify  the  pension  system  and  expand  coverage, 
these  safe  harbors  are  designed  to  ensure  that  all  eligible 
employees  actually  receive  some  level  of  coverage  under  the 
plan  and  that  average  and  lower-paid  employees  have  an 
incentive  to  contribute.   These  safe  harbors  also  allow 
business  owners  to  make  significant  contributions  for 
themselves.   For  example,  an  owner  whose  annual  compensation 
was  $150,000  and  who  wished  to  make  the  maximum 
contributions  permissible  under  the  NEST  could  make  an 
elective  contribution  of  $5,000,  receive  a  matching 
contribution  of  another  $5,000,  and  receive  an  employer 
nonelective  contribution  of  $7,500  (5%  of  pay),  for  a  total 
contribution  of  $17,500  for  the  year. 

No  need  for  highly  compensated  employee  determination. 
Under  the  general  nondiscrimination  rules  applicable  to 
qualified  plans,  it  is  necessary  to  determine  who  is  a 
"highly  compensated  employee"  in  order  to  compare  the  level 
of  benefits  provided  to  highly  compensated  employees  with 
the  level  of  benefits  provided  to  employees  who  are  not 
highly  compensated.   Because  NESTs  would  not  be  subject  to 
the  nondiscrimination  tests,  an  employer  that  offered  a  NEST 
would  not  be  required  to  determine  which  employees  are 
"highly  compensated  employees." 

Simplified  employee  eligibility  rules.   The  employee 
eligibility  rules  for  NESTs  would  also  be  significantly 
simpler  than  the  eligibility  rules  that  apply  to  traditional 
employer  retirement  plans,  SEPs,  or  SARSEPs.   An  employee 
who  reached  age  21  would  be  eligible  to  participate  in  a 
NEST  only  if  the  employee  received  at  least  $5,000  of  Form 
W-2  compensation  from  the  employer  for  two  consecutive 
years.   Under  this  rule,  employers  would  not  be  required  to 
count  hours  of  service;  they  could  simply  look  to  the 
compensation  reported  on  employees'  prior  years'  W-2's.   In 
addition,  under  this  rule,  employers  would  not  be  required 
to  cover  most  short-term  and  many  part-time  workers.   In 
contrast,  a  SEP  or  SARSEP  must  cover  any  employee  who  is 
paid  at  least  $4  00  from  the  employer  for  the  year  and  who 
worked  as  little  as  an  hour  per  year  in  any  three  of  the 
preceding  five  years.   It  appears  that  this  SEP  eligibility 
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rule  would  not  be  changed  by  any  of  the  other  proposed 
simplification  legislation  that  is  the  subject  of  this 
hearing  —  this  simplification,  then,  is  an  important 
feature  of  the  NEST. 

IRA  based.   The  NEST  would  operate  through  individual 
retirement  accounts  or  annuities  (IRAs)  for  employees.   The 
employer  would  have  no  responsibility  for  deciding  how  funds 
would  be  invested  or  for  selecting  investment  options  to 
offer  employees.   Yet,  because  the  NEST  would  be  a 
workplace-based  plan,  it  would  have  the  significant 
advantage  of  allowing  employees  to  contribute  on  a  pre-tax 
basis  through  salary  reduction.   In  the  context  of  section 
401 (k)  plans,  this  method  of  contribution  has  proven  to  be  a 
very  effective  and  relatively  "painless"  technique  for 
encouraging  individuals  to  save  for  retirement. 
Contributions  to  NEST  IRAs,  like  contributions  to  other 
IRAs,  would  be  100%  vested  immediately  and  would  be 
completely  portable;  an  employee  could  make  a  direct 
transfer  of  his  or  her  account  balance  to  another  IRA  at  any 
time. 

Distributions  from  NESTs  generally  would  be  subject  to 
the  same  rules  as  other  IRA  distributions.   Thus,  for 
example,  a  10%  penalty  tax  generally  would  apply  to 
distributions  before  age  59  1/2. 

Two-year  holding  period.   Many  small  businesses 
reportedly  do  not  contribute  to  SEPs  and  SARSEPs  because 
employees  may  withdraw  the  funds  from  their  accounts  at  any 
time.   These  employers  are  frustrated  when  they  make 
retirement  plan  contributions  that  employees  immediately 
withdraw  for  current  use. 

Imposing  strict  withdrawal  restrictions  (such  as 
completely  prohibiting  distributions  prior  to  age  59) , 
however,  could  unduly  discourage  employees,  especially  those 
who  are  lower-paid,  from  making  contributions.   These 
employees  may  be  reluctant  to  set  aside  money  for  retirement 
if  they  cannot  access  the  funds  to  meet  unanticipated  future 
hardships.   In  order  to  permit  access  to  funds  in  such 
circumstances,  401 (k)  plans  can  be  written  to  permit 
hardship  distributions.   Administration  of  plan  hardship 
provisions,  however,  involves  the  employer  or  plan 
administrator  in  assessing  whether  a  hardship  exists  and 
whether  other  resources  are  available  to  meet  the 
participant's  immediate  and  heavy  financial  need.   These 
provisions  would  require  greater  employer  involvement  in 
continuing  administration  of  the  plan  —  contrary  to  the 
goal  of  minimizing  employer  burdens  under  the  NEST. 
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To  balance  the  policy  of  limiting  immediate  access  to 
retirement  savings  against  the  need  to  retain  adequate 
access  to  deal  with  hardships  —  while  still  promoting 
simple  plan  administration  —  NEST  contributions  would  be 
available  to  employees  only  after  they  had  been  in  the  IRA 
for  two  years.   The  two-year  holding  period  is  intended  to 
be  an  easy  to  administer  rule  that  is  long  enough  to 
alleviate  the  problems  associated  with  short-term 
withdrawals  but  short  enough  to  avoid  discouraging  lower- 
paid  employees  from  contributing.   The  holding  period  would 
not  limit  employees'  ability  to  transfer  their  account 
balances  to  other  IRAs. 

Administrative  simplicity  for  employers.   To  simplify 
plan  administration  for  employers,  an  employer  could  require 
all  employer  and  employee  NEST  contributions  to  be  initially 
deposited  in  the  IRAs  of  a  single  designated  financial 
organization.   Participants  would  be  notified  in  writing 
that  they  could  have  the  contributions  transferred  without 
penalty  to  another  IRA  at  any  time,  but  employers  could 
continue  to  make  contributions  to  only  one  financial 
organization.   Under  SEPs  and  SARSEPs,  the  employer  may  have 
to  send  each  employee's  contributions  to  a  different 
financial  institution.   This  not  only  can  be  an 
administrative  burden  for  employers,  but  it  also  can 
discourage  financial  institutions  from  marketing  SEPs  or 
SARSEPs  to  employers. 

An  employer  maintaining  a  NEST  would  not  be  subject  to 
any  reporting  requirements  (e.g..  Form  5500  filing).   The 
NEST  trustee  or  custodian  would  be  required  only  to  report 
NEST  contributions  on  the  much  simpler  Form  5498,  the  same 
form  used  to  report  IRA  contributions. 

2 .    Repeal  the  Family  Aggregation  Rules 

The  Administration  has  proposed  repeal  of  the  family 
aggregation  rules.   Under  these  rules,  if  an  employee  is  a  family 
member  of  either  a  more-than-5%  owner  of  the  employer  or  one  of 
the  employer's  ten  highest-paid  highly  compensated  employees,  any 
compensation  paid  to  the  family  member  and  any  contribution  or 
benefit  under  the  plan  on  behalf  of  the  family  member  is 
aggregated  with  the  compensation  paid  and  contributions  or 
benefits  on  behalf  of  the  highly  compensated  employee. 
Therefore,  the  highly  compensated  employee  and  the  family  member 
are  treated  as  a  single  highly  compensated  employee. 

A  similar  family  aggregation  rule  applies  with  respect  to 
the  $150,000  annual  limit  on  the  amount  of  compensation  that  may 
be  taken  into  account  under  a  qualified  plan. 
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The  family  aggregation  rules  greatly  complicate  the 
application  of  the  nondiscrimination  tests,  particularly  for 
small  businesses,  which  are  often  family-ov«med  or  operated. 
These  rules  also  may  unfairly  reduce  retirement  benefits  for 
family  members  who  are  not  highly  compensated  employees. 

3.    Simplify  the  Definition  of  Highly  Compensated  Employee 

A  qualified  employer  retirement  plan  must  satisfy 
nondiscrimination  tests  to  ensute  that  it  does  not  discriminate 
in  favor  of  "highly  compensated  employees".   The  Administration 
has  proposed  replacing  the  current  seven-part  definition  of 
"highly  compensated  employee"  with  a  simple  two-part  test.   In 
addition  to  being  complex,  the  current-law  test  classifies  many 
middle-income  workers  as  "highly  compensated  employees"  who  are 
then  prohibited  from  receiving  better  retirement  benefits  than 
other  employees.   (Employers  offering  the  NEST  would  of  course 
not  have  to  deal  with  even  this  revised  definition  because  the 
nondiscrimination  and  top  heavy  rules  do  not  apply  to  NESTs.) 

Under  the  current  test,  an  employee  is  treated  as  a  highly 
compensated  employee  for  the  current  year,  if,  at  any  time  during 
the  current  year  or  the  preceding  year,  the  employee: 

(1)  owned  more  than  5%  of  the  employer; 

(2)  received  more  than  $100,000  (as  indexed  for  1995)  in 
annual  compensation  from  the  employer; 

(3)  received  more  than  $66,000  (as  indexed  for  1995)  in 
annual  compensation  from  the  employer  and  was  one  of 
the  top-paid  20%  of  employees  during  the  same  year;  or 

(4)  was  an  officer  of  the  employer  who  received 
compensation  greater  than  $60,000  (as  indexed  for 
1995)  . 

These  four  rules  are  modified  by  three  additional  rules. 

(5)  An  employee  described  in  any  of  the  last  three 
categories  for  the  current  year  but  not  the  preceding 
year  is  treated  as  a  highly  compensated  employee  for 
the  current  year  only  if  he  or  she  was  among  the  100 
highest  paid  employees  for  that  year. 

(6)  No  more  than  50  employees  or,  if  fewer,  the  greater  of 
three  employees  or  10%  of  employees  are  treated  as 
officers. 

(7)  If  no  officer  has  compensation  in  excess  of  $60,000 
(for  1995)  for  a  year,  then  the  highest  paid  officer  of 
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the  employer  for  the  year  is  treated  as  a  highly 
compensated  employee. 

Under  the  Administration's  proposal,  an  employee  would  be  a 
"highly  compensated  employee"  for  the  current  year  only  if  the 
employee  owned  more  than  5%  of  the  employer  during  the  current  or 
preceding  year  or  had  compensation  from  the  employer  of  more  than 
$80,000  during  the  preceding  year.   This  definition,  including 
the  elimination  of  the  officer  category,  is  dramatically  simpler 
than  the  current  test.   In  addition,  the  $80,000  threshold,  which 
would  be  indexed  annually  for  cost  of  living,  would  mean  that 
many  middle-income  workers  no  longer  would  be  subject  to 
nondiscrimination  restrictions. 

4.    Simplify  Nondiscrimination  Testing  for  401fk)  Plans 

The  Administration  has  proposed  design-based  safe  harbors 
that  would  allow  an  employer  to  avoid  all  nondiscrimination 
testing  under  a  401 (k)  plan.   These  simpler  401 (k)  plans  should 
appeal  to  some  small  iDUsinesses  who  may  wish  to  have  a  more 
generous  or  flexible  plan  than  the  NEST. 

Employees'  elective  contributions  under  a  401 (k)  plan  are 
subject  to  nondiscrimination  tests  known  as  the  actual  deferral 
percentage  (ADP)  and  the  actual  contribution  percentage  (AC?) 
tests.   The  ADP  test  requires  the  calculation  of  each  eligible 
employee's  elective  contributions  as  a  percentage  of  the 
employee's  pay.   The  ADP  test  is  satisfied  if  the  plan  passes 
either  of  the  following  two  tests:   (1)  the  average  percentage  of 
elective  contributions  for  highly  compensated  employees  does  not 
exceed  125%  of  the  average  percentage  of  elective  contributions 
for  nonhighly  compensated  employees;  or  (2)  the  average 
percentage  of  elective  contributions  for  highly  compensated 
employees  does  not  exceed  200%  of  the  average  percentage  of 
elective  contributions  for  nonhighly  compensated  employees,  and 
does  not  exceed  the  percentage  for  nonhighly  compensated 
employees  by  more  than  two  percentage  points.   The  ACP  test  is 
almost  identical  to  the  ADP  test,  but  generally  applies  to 
employer  matching  contributions  and  after-tax  employee 
contributions  under  any  qualified  employer  retirement  plan. 

Performing  these  tests  each  year,  and  making  corrective 
distributions  to  remedy  violations,  can  be  complicated  and 
costly,  particularly  for  small  businesses.   Therefore,  the 
Administration  proposal  would  provide  two  alternative  "design- 
based"  safe  harbors.   If  a  plan  were  designed  in  accordance  with 
one  of  these  safe  harbors,  the  employer  would  avoid  all  ADP 
testing  and  all  ACP  testing  of  matching  contributions.   Under  the 
first  safe  harbor,  the  employer  would  have  to  make  nonelective 
contributions  of  at  least  3%  of  compensation  for  each  nonhighly 
compensated  employee  eligible  to  participate  in  the  plan. 
Alternatively,  under  the  second  safe  harbor,  the  employer  would 


199 


have  to  provide  a  100%  matching  contribution  on  an  employee's 
elective  contributions  up  to  the  first  3%  of  compensation,  and  a 
matching  contribution  of  at  least  50%  on  the  employee's  elective 
contributions  up  to  the  next  2%  of  compensation.   (The  employer 
could  not  match  elective  contributions  in  excess  of  6%  of 
compensation.)   The  second  safe  harbor  also  would  require  the 
employer  to  make  a  nonelective  contribution  of  at  least  1%  of 
compensation  for  each  eligible  nonhighly  compensated  employee. 
These  safe  harbors  are  generally  similar  to  the  safe  harbors 
proposed  for  the  NEST. 

In  addition,  for  employers  that  do  not  wish  to  use  the 
design-based  safe  harbors,  the  Administration  has  proposed 
improving  the  operation  of  the  current  nondiscrimination  tests  in 
two  ways. 

First,  under  current  law,  both  the  ADP  test  and  the  ACP  test 
generally  compare  the  average  contributions  for  highly 
compensated  employees  for  the  year  to  the  average  contributions 
for  nonhighly  compensated  employees  for  the  same  year.   Because 
the  average  for  nonhighly  compensated  employees  is  not  known 
until  the  end  of  the  year,  contributions  for  highly  compensated 
employees  must  be  monitored  over  the  course  of  the  year  or  must 
be  corrected  after  year  end.   The  Administration's  proposal  would 
simplify  the  operation  of  the  ADP  and  ACP  tests  by  requiring  the 
average  contributions  for  highly  compensated  employees  for  the 
current  year  to  be  compared  to  the  average  contributions  for 
nonhighly  compensated  employees  for  the  preceding  year. 

Second,  under  current  law,  when  the  ADP  or  ACP  test  is 
violated,  correction  is  made  by  reducing  the  excess  contributions 
of  highly  compensated  employees  beginning  with  employees  who  have 
deferred  the  greatest  percentage  of  pay.   This  method  usually 
does  not  affect  the  most  highly  paid  of  the  highly  compensated 
enployees:  their  contributions,  as  a  percentage  of  pay,  are 
likely  to  be  lower  than  the  percentage  contributions  of  lower- 
paid  highly  compensated  employees,  even  if  the  dollar  amount  of 
contributions  by  the  most  highly  paid  is  higher.   The 
Administration's  proposal  would  require  excess  contributions  to 
be  distributed  first  to  those  highly  compensated  employees  who 
deferred  the  highest  dollar  amount  (as  opposed  to  the  highest 
percentage  of  pay)  for  the  year.   Under  this  approach,  the  lower- 
paid  highly  compensated  employees  would  no  longer  tend  to  bear 
the  brunt  of  the  correction  method. 

5.    Repeal  the  Minimum  Participation  Rule  for  Defined 
Contribution  Plans 

The  Administration  has  proposed  repeal  of  the  minimum 
participation  rule  for  defined  contribution  plans.   This  rule 
currently  requires  every  qualified  defined  benefit  plan  and 
defined  contribution  plan  to  cover  at  least  50  employees  or,  in 
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smaller  companies,  4  0%  of  all  employees  of  the  employer.   This 
rule  was  intended  primarily  to  prevent  an  employer  from 
establishing  individual  defined  benefit  plans  for  highly 
compensated  employees  in  order  to  provide  those  employees  with 
more  favorable  benefits  than  those  provided  to  lower-paid 
employees  under  a  separate  plan.   The  rule  also  prevents  an 
employer  from  favoring  one  small  group  of  participants  over 
another  by  covering  them  under  two  separate  plans  and  funding  one 
plan  better  than  the  other. 

The  abuses  intended  to  be  remedied  by  the  minimum 
participation  requirement  are  unlikely  to  arise  under  defined 
contribution  plans.   These  plans  are  generally  fully  funded  and, 
therefore,  there  is  no  risk  that  the  employer  will  favor 
participants  in  one  plan  over  participants  in  another  plan  by 
providing  more  favorable  funding.   For  defined  contribution 
plans,  the  minimum  participation  requirement  adds  unnecessary 
administrative  burdens  and  complexity  without  delivering 
commensurate  benefits  to  the  system. 

6.  Repeal  the  Special  Plan  Aggregation  Rules  that  AppIv  to 
Plans  Covering  Self-Emploved  Individuals 

The  Administration's  proposal  would  repeal  the  special  plan 
aggregation  rules  that  apply  only  to  qualified  retirement  plans 
that  cover  an  owner-employee  —  that  is,  a  sole  proprietor  of  an 
unincorporated  trade  or  business  or  a  more-than-10%  partner  of  a 
partnership.   These  special  rules  apply  in  addition  to  the  plan 
aggregation  rules  that  apply  to  all  tax-qualified  employer 
retirement  plans.   Therefore,  plans  covering  owner-employees  are 
currently  subject  to  an  additional,  and  largely  duplicative, 
layer  of  rules.   Under  the  Administration's  proposal,  plans  that 
cover  owner-employees  would  simply  be  subject  to  the  general 
aggregation  rules  that  apply  to  all  tax-qualified  employer 
retirement  plans. 

7 .  siinplifv  the  Substantial  Owner  Rules  Relating  to  Plan 
Terminations 

The  Administration's  proposal  would  greatly  simplify  the 
"substantial  owner"  rules  that  apply  to  phase  in  PBGC-guaranteed 
benefits  when  a  defined  benefit  plan  is  terminated. 

Under  current  law,  the  PBGC-guaranteed  benefit  for  a 
substantial  (i.e.,  more-than-10%)  owner  is  generally  phased  in 
over  30  years  from  the  date  the  substantial  owner  begins 
participation  in  the  plan.   The  owner's  benefit  under  each 
amendment  within  the  30  years  before  plan  termination  is 
phased  in  separately.   Guaranteed  benefits  are  generally  phased 
in  over  five  years  for  other  plan  participants. 
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Under  the  Administration's  proposal,  a  substantial  owner 
with  less  than  a  50%  ownership  interest  would  be  subject  to  the 
same  five-year  phase-in  as  all  other  employees.   Thirty-year 
recordkeeping  would  no  longer  be  required.   The  guaranteed 
benefit  for  a  substantial  owner  with  a  50%  or  more  interest  would 
depend  on  how  long  the  plan  had  been  in  effect  rather  than  on  the 
owner's  participation.   The  guaranteeable  benefit  for  such  a 
majority  owner  generally  would  be  1/30  for  each  year  that  the 
plan  was  in  effect. 

8.  Repeal  the  Combined  Plan  Limit  on  Contributions  and  Benefits 

The  Administration  has  proposed  repeal  of  the  combined  plan 
limit  (Code  section  415(e))  that  applies  to  an  employee  who 
participates  in  a  (jualified  defined  benefit  plan  and  a  qualified 
defined  contribution  plan  of  the  same  employer. 

The  combined  plan  limit  was  designed  to  safeguard  against  an 
individual  accruing  excessive  retirement  benefits  on  a  tax- 
favored  basis  through  the  use  of  multiple  plans.   However, 
computation  of  this  limit  is  extremely  cumbersome  and  requires 
the  retention  of  data  relating  to  an  employee's  entire  career 
with  the  employer.   In  addition,  there  are  other  Internal  Revenue 
Code  provisions,  such  as  the  15%  "excess  distribution"  penalty, 
that  were  designed  to  achieve  essentially  the  same  goal. 

The  Administration  believes  that,  because  the  excess 
distribution  penalty  and  other  provisions  of  the  Code  go  far 
toward  ensuring  that  an  individual  cannot  accrue  excessive 
retirement  benefits  on  a  tax-favored  basis,  the  complexity  of  the 
combined  plan  limit  is  not  justified  and  the  limit  should  be 
repealed. 

9 .  Other  Proposals 

The  Administration's  pension  proposal  includes  a  number  of 
other  elements  that  are  not  explicitly  targeted  to  small  business 
but  that  lessen  the  administrative  burdens  on  plans  generally, 
including  plans  sponsored  by  small  businesses.   These  include, 
for  example,  proposals  relating  to  the  filing  of  summary  plan 
descriptions  and  the  preservation  of  benefits  of  missing 
participants,  and  a  non-legislative  procedural  change  simplifying 
the  process  of  obtaining  prohibited  transaction  exemptions.   All 
of  these  changes  would  lessen  the  administrative  burdens  on 
plans. 

The  Administration's  pension  simplification  proposal  also  is 
designed  to  integrate  legislative  and  purely  administrative 
changes.   The  Administration  has  proposed  to  modify  the  summary 
plan  description  (SPD)  requirement  by  providing  that  SPDs  would 
no  longer  need  to  be  filed  with  the  Department  of  Labor  (DOL)  on 
a  routine  basis.   Instead,  the  DOL  Would  be  authorized  to  obtain 
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SPDs  from  plan  administrators  on  request  of  a  plan  participant  or 
beneficiary. 

Without  requiring  legislation,  the  Administration  will  also 
shorten  the  Form  5500  report  that  most  pension  plans  (but  not  the 
NEST)  complete.   The  Administration  will  pursue  methods  for 
simplifying  and  expediting  the  receipt  and  processing  of  Form 
5500  information  and  data  through  the  use  of  advanced  computer 
technologies. 

The  Administration  also  has  proposed  legislation  to  expand 
the  Pension  Benefit  Guaranty  Corporation's  (PBGC's)  missing 
participant  program,  to  permit  employers  terminating  their 
defined  contribution  plans  to  transfer  benefits  to  the  PBGC  for 
missing  participants  who  cannot  be  located.   This  will  enable 
these  participants  to  receive  benefits  when  they  reach  retirement 
age.   It  will  also  ease  the  burden  on  businesses  that  wish  to 
terminate  plans.   Currently,  plans  are  placed  in  a  difficult 
position  because  they  cannot  terminate  until  plan  assets  are 
distributed  to  participants,  and  it  is  sometimes  difficult  to 
locate  certain  participants. 

To  further  ease  plan  burdens,  the  Administration  will  take 
administrative  action  to  simplify  the  prohibited  transaction 
rules,  by  providing  expeditious  treatment  of  prohibited 
transaction  exemption  requests  that  are  similar  to  those  for 
which  individual  exemptions  have  previously  been  granted.   A 
"prohibited  transaction"  is  generally  any  transaction  between  a 
plan  and  a  person  who  is  considered  a  "party  in  interest"  or 
"disqualified  person"  with  respect  to  the  plan.   Unless  exempt  by 
statute  or  by  an  administrative  "individual"  or  "class" 
exemption,  a  prohibited  transaction  may  trigger  an  excise  tax 
under  the  Code,  and  may  give  rise  to  liability  under  ERISA.   The 
DOL  generally  has  authority  to  exempt  transactions  from  the 
prohibited  transaction  rules. 

Some  employers  have  indicated  that  delays  in  securing 
exemptions  from  prohibited  transaction  rules  have  prevented  them 
from  entering  into  transactions  that  would  in  fact  benefit  the 
plan.   To  expedite  the  process,  the  DOL  will  develop  a  class 
exemption  for  all  transactions  that  the  DOL  determines  to  be 
substantially  similar  to  previously  granted  individual 
exemptions.   For  transactions  within  its  scope,  the  class 
exemption  would  guarantee  a  DOL  response  within  45  days. 

OTHER  ADMINISTRATION  PROPOSALS  BENEFITING  SMALL  BUSINESS 

Before  concluding  this  testimony,  I  would  like  to  note  that 
the  Administration  has  also  taken  a  number  of  further  steps  to 
provide  overall  tax  relief  for  small  businesses  and  lessen  their 
administrative  burdens.   For  example,  we  have 
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•  supported  the  permanent  extension  and  Increase  of  the 
tax  deduction  for  the  cost  of  health  insurance  for 
self-employed  individuals  and  their  families; 

•  clarified  that  subchapter  S  corporations  may  enter  into 
partnerships  with  partners  that  could  not  themselves 
qualify  as  S  corporations,  including  nonresident 
aliens,  thereby  providing  S  corporations  with 
flexibility  in  raising  additional  capital  and 
structuring  their  business  relationships ; 

•  supported  in  1993  an  increase  in  the  amount  of  capital 
investment  that  businesses  can  expense  from  $10,000  to 
$25,000  in  order  to  reduce  the  cost  to  small  business 
of  items  that  increase  their  productivity,  such  as 
office  machinery,  computers,  and  copiers  (Congress 
increased  the  expensing  limit  to  $17,500); 

•  proposed  and  supported  enactment  of  a  provision  that 
exempts  50  percent  of  the  capital  gains  from  the  sale 
of  small  business  stock; 

•  supported  enactment  of  a  provision  encouraging 
investment  in  small  businesses  by  allowing  gain  from 
the  sale  of  publicly  traded  stock  to  be  invested  tax- 
free  in  specialized  small  business  investment 
companies; 

•  issued  guidance  that  simplified  the  calculation  for 
computing  the  individual  alternative  minimum  tax; 

•  issued  guidance  to  simplify  the  determination  of 
depreciation  deductions,  allowing  taxpayers  to  group 
certain  assets  in  one  or  more  "general  asset  accounts"; 
and 

•  provided  that  the  rules  governing  the  timing  of  hedging 
gains  and  losses  do  not  apply  to  small  cash-method 
taxpayers,  even  though  such  taxpayers  receive  the 
benefit  of  the  character  provisions  in  those 
regulations. 

In  addition,  we  have  made  several  recent  proposals  to  reduce 
administrative  and  legal  compliance  costs  imposed  on  small 
businesses.   With  respect  to  independent  contractors,  the  IRS 
recently  announced  a  nationwide  training  program  that  will 
reinforce  the  position  that  using  independent  contractors  can  be 
a  legitimate  business  practice  that  will  not  be  challenged  by  the 
Service.   To  further  assure  fairness  and  uniformity  in 
application  of  the  independent  contractor  rules,  the  IRS  program 
also  provides  for  National  Office  review  of  proposed  compliance 
projects.   In  addition,  the  IRS  is  continuing  its  program  of 
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reaching  market  segment  understandings,  using  a  working  group  of 
both  industry  and  IRS  representatives  to  reach  mutual 
understandings  of  how  the  independent  contractor  rules  should 
apply  to  specific  industries. 

The  Administration  recently  requested  comments  on  whether  an 
unincorporated  entity  should  be  permitted  to  elect  to  be  treated 
as  a  partnership  by  simply  checking  a  box  on  its  tax  return. 
This  simple  election  would  replace  application  of  a  complicated 
set  of  criteria  that  had  resulted  in  complexity  and  uncertainty. 
Also,  we  recently  proposed  a  Simplified  Tax  and  Wage  Reporting 
System  that  will  ultimately  enable  an  employer  to  file  a  single 
return  providing  payroll  information  electronically,  thus 
eliminating  the  need  to  file  similar  data  in  multiple  places. 

On  the  legislative  front,  the  Administration  has  proposed 
further  increasing  the  self-employed  health  insurance  deduction 
to  50  percent.   This  will  further  reduce  the  disparity  in  tax 
treatment  between  self-employed  individuals  and  employees. 

CONCLUSION 

The  proposals  currently  being  considered  by  Congress  include 
potential  statutory  changes  that  would  provide  meaningful  pension 
simplification.   It  is  encouraging  that  these  proposals  have  many 
provisions  in  common.   Pension  simplification  is  an  important 
component  of  tax  reform  for  small  business.   We  look  forward  to 
continuing  to  work  with  Congress  on  a  bipartisan  basis  to  enact 
pension  simplification  that  will  encourage  small  businesses  to 
provide  retirement  benefits  for  their  employees. 
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ADMINISTRATION'S  PENSION  SIMPLinCATION  PROPOSAL 

On  June  12,  President  Clinton  proposed  significant  changes  to  simplify  the  pension 
system  and  expand  coverage.   These  proposals  would  make  it  simpler  and  more  cost 
effective  for  businesses,  tax-exempt  organizations,  and  state  and  local  governments  to 
provide  retirement  plans  for  their  workers  and  to  allow  their  workers  to  save  for  retirement 
on  a  tax-deferred  basis.   The  current  pension  system  works  well  for  many,  particularly  those 
who  work  for  large  organizations,  where  almost  three  quarters  of  workers  are  covered  by 
employer  retirement  plans.    But  millions  of  Americans,  particularly  those  who  work  for 
small  organizations,  do  not  have  the  opportunity  to  participate  in  an  employer  retirement 
plan,  in  part  because  their  employers  find  it  complex,  expensive,  and  frustrating  to  maintain 
these  plans.    Moreover,  employers  that  do  maintain  retirement  plans  want  more  of  the  money 
they  spend  on  these  plans  to  go  to  retirees,  rather  than  to  paying  administrative  expenses. 

The  legislative  portions  of  the  Administration's  proposal  are  described  below. 
Enactment  of  the  proposal  would  represent  an  important  first  step  toward  creating  a  pension 
system  that  works  better  and  costs  less.    It  would  establish  a  new  retirement  savings  vehicle 
specifically  designed  to  meet  the  needs  of  small  employers.    It  also  would  repeal  or 
substantially  modify  complex  rules  that  are  outmoded,  redundant,  or  no  longer  necessary  to 
achieve  policy  goals,  thus  simplifying  the  pension  system  and  reducing  administrative  costs 
for  all  employers. 

The  Administration's  proposal  would  enable  businesses,  governments,  and  tax-exempt 
organizations  with  100  or  fewer  employees  to  establish  an  extremely  simple  retirement  plan  - 
-  the  National  Employee  Savings  Trust,  or  NEST  -  that  combines  many  attractive  features  of 
the  401(k)  plan  and  the  IRA.    If  the  employer  made  contributions  on  behalf  of  each  eligible 
employee  under  either  of  two  alternative  formulas,  the  NEST  would  not  be  subject  to  any  of 
ihe  complex  nondiscrimination  or  top-heavy  rules,  nor  to  any  employer  reporting 
requirements. 

The  proposal  also  would  promote  retirement  savings  tnrough  improved  and  expanded 
401(k)  plans.    The  proposal  would  exempt  from  nondiscrimination  testing  any  401(k)  plan 
under  which  the  employer  made  contributions  (either  nonelective  contributions  or  a 
combmation  of  nonelective  and  matching  contributions)  in  accordance  with  alternative 
formulas  similar  to  those  applicable  to  the  NEST.    In  addition,  all  tax-exempt  organizations 
(other  than  state  and  local  governments)  would  be  able  to  provide  401(k)  plans  for  their 
employees. 

Further,  this  proposal  would  simplify  the  pension  system  and  reduce  the 
admmistrative  costs  of  maintaining  retirement  plans  for  all  employers.    It  would 

•  Repeal  the  family  aggregation  rules,  so  that  spouses  and  children  who  work  in  the 

same  business  would  be  allowed  to  earn  pension  benefits  of  their  own; 
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•  Repeal  section  415(e)  —  an  excessively  complex  limit  on  contributions  and  benefits  for 
employees  who  participate  in  a  defined  contribution  plan  and  a  defined  benefit  plan  of 
the  same  employer; 

•  Replace  the  current  seven-part  definition  of  "highly  compensated  employee"  with  a 
simple  two-part  test  that  would  save  many  middle-income  Americans  from  being 
disadvantaged  by  nondiscrimination  rules  that  were  originally  meant  to  help  them; 

•  Repeal  the  requirement  that  actively  working  employees  begin  receiving  pension 
distributions  at  age  70  1/2  and,  thus,  allow  them  to  continue  accumulating  new 
benefits  without  simultaneously  being  required  to  receive  distributions; 

•  Modify  the  definition  of  "leased  employee"  to  better  target  the  abuses  that  were 
originally  intended  to  be  addressed  by  the  leased  employee  rules. 

•  For  multiemployer  plans,  eliminate  the  special  vesting  schedule  and  partial 
termination  rules,  simplify  the  limits  on  contributions  and  benefits,  and  allow  more 
pre-funding  of  benefits;  and 

•  For  state  and  local  government  plans,  simplify  the  limits  on  contributions  and 
benefits. 

The  Administration's  proposal  would  strengthen  protection  of  workers'  benefits  by 
expanding  current  law  to  allow  all  terminating  private  retirement  plans,  whether  defined 
benefit  or  defined  contribution,  to  transfer  the  accounts  of  missing  participants  to  the  Pension 
Benefit  Guaranty  Corporation.    This  would  make  it  easier  for  all  workers  to  receive  the 
benefits  to  which  they  are  entitled. 

Fmally,  the  proposal  would  streamline  reporting  and  disclosure  requirements  by 
chminatmg  the  required  filing  of  summary  plan  descriptions  with  the  Department  of  Labor. 

Increasmg  the  retirement  income  security  of  American  workers  is  important,  and 
mcreasmg  retirement  plan  coverage  and  benefits  is  a  logical  and  effective  way  for  the  public 
and  private  sectors  to  work  together  with  individual  workers  to  achieve  this  result.    The 
Administration's  proposal  is  a  cost-effective  beginning.    We  look  forward  to  working  with 
Congress  on  its  enactment  and  on  appropriate  measures  to  offset  its  revenue  cost. 
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THE  NEST  --  A  SIMPLE  PLAN  FOR  SMALL  BUSINESS 


Current  Law 


Under  current  law,  an  individual  may  contribute  up  to  the  lesser  of  $2,000  or  the 
amount  of  the  individual's  compensation  (wages  and  self-employment  income)  to  an 
individual  retirement  arrangement  (IRA)'  each  year.    (The  dollar  limit  is  $2,250  if  the 
individual's  spouse  has  no  compensation.)   These  contributions  are  fully  deductible  only  if 
the  individual  (and  spouse,  if  any)  is  not  an  Active  participant  in  an  employer-sponsored 
retirement  plan  or  has  adjusted  gross  income  (AGI)  no  greater  than  $40,000  for  a  married 
taxpayer  filing  a  joint  tax  return,  $25,000  for  a  single  taxpayer,  or  $0  for  a  married  taxpayer 
filing  a  separate  return.    Once  AGI  exceeds  these  thresholds,  the  deduction  begins  to  be 
phased  out,  so  that  the  allowable  deduction  is  zero  for  a  married  taxpayer  filing  a  joint 
return,  a  single  taxpayer,  and  a  married  taxpayer  filing  a  separate  return  once  AGI  reaches 
$50,000,  $35,000,  and  $10,000,  respectively.    To  the  extent  that  an  individual  is  not  eligible 
for  deductible  IRA  contributions,  he  or  she  may  make  nondeductible  IRA  contributions  (up  to 
the  contribution  limit). 

The  earnings  on  IRA  account  balances  are  not  included  in  income  until  they  are 
withdrawn.    Withdrawals  from  an  IRA  (other  than  withdrawals  of  nondeductible 
contributions)  are  includible  in  income,  and  must  begin  by  age  70  1/2.    Amounts  withdrawn 
before  age  59  1/2  are  generally  subject  to  an  additional  10%  tax.    The  additional  tax  does  not 
apply  to  distributions  upon  the  death  or  disability  of  the  taxpayer  or  withdrawals  in  the  form 
of  substantially  equal  periodic  payments  over  the  life  (or  life  expectancy)  of  the  IRA  owner 
or  o\er  the  joint  lives  (or  life  expectancies)  of  the  IRA  owner  and  his  or  her  beneficiary. 

Simplified  employee  pensions  (SEPs)  and,  for  employers  with  25  or  fewer  employees, 
salary  reduction  SEPs  (SARSEPs),  are  employer-sponsored  plans  under  which  employer 
contributions  and,  in  the  case  of  SARSEPs,  employee-elected  salary  reduction  contributions 
arc  made  to  IR.'^s  established  by  employees.    An  employer  that  adopts  a  SEP  must  contribute 
to  the  SEP  for  every  employee  who  has  attained  age  21,  has  worked  for  the  employer  during 
at  least  three  of  the  immediately  preceding  five  years,  and  is  paid  at  least  $400  (for  1995,  as 
adjusted  for  cost  of  living)  by  the  employer  for  the  year.    Thus,  for  example,  an  employer 
would  have  to  make  a  SEP  contribution  for  an  employee  who  worked  for  the  employer  one 
hour  per  year  in  the  preceding  three  years  and  worked  40  hours  (and  earned  $400)  in  the 
current  year,  if  the  employer  was  making  contributions  for  any  other  employee  for  the  year. 
SEPs  do  not  allow  employees  to  make  elective  contributions  through  salary  reduction. 


'  An  individual  retirement  arrangement  (IRA)  may  be  an  individual  retirement  account  or 
an  individual  retirement  annuity.    An  individual  retirement  account  must  generally  be  a  trust. 
However,  a  custodial  account  generally  is  treated  as  a  trust  if  the  custodian  is  a  bank  (or 
other  person  approved  by  the  IRS)  and  the  custodial  account  meets  all  of  the  requirements 
that  a  trust  must  meet. 
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SARSEPs  allow  employees  to  make  elective  contributions,  but  cannot  provide  for 
employer  matching  contributions.    SARSEPs  are  available  only  to  for-profit  employers  that 
had  25  or  fewer  employees  at  all  times  during  the  preceding  year.    In  addition,  special 
eligibility  and  nondiscrimination  rules  apply  to  SARSEPs.   If  at  least  50%  of  the  eligible 
employees  do  not  choose  to  make  elective  contributions  to  a  SARSEP  in  a  year,  then  no 
employee  can  make  elective  contributions.    An  employer  with  25  or  fewer  employees  may 
fall  below  the  50%  threshold  (and  out  of  SARSEP  eligibility)  from  year  to  year. 

SARSEPs  are  subject  to  the  top-heavy  rules.    A  SARSEP  is  considered  top-heavy  if 
the  aggregate  accounts  of  key  employees  in  the  plan  exceed  60%  of  the  aggregate  accounts  of 
all  employees  in  the  plan.   If  a  SARSEP  is  top-heavy  and  any  key  employee  of  the  employer 
makes  elective  contributions  of  at  least  3%  of  pay,  then  the  employer  must  make  minimum 
contributions  of  3  %  of  pay  for  all  non-key  employees  ~  even  if  those  non-key  employees 
also  make  elective  contributions  of  3%  of  pay. 

Reasons  for  Change 

The  tax-favored  employer  retirement  plans  currently  available  under  the  Internal 
Revenue  Code  (the  "Code")  have  not  been  sufficiently  successful  in  attracting  small 
employers.    In  1993,  for  example,  only  24%  of  full-time  workers  in  private  firms  with  fewer 
than  100  employees  were  covered  by  employer  retirement  plans.    In  contrast,  73%  of  full- 
time  workers  in  firms  with  1,000  or  more  workers  were  covered. 

The  administrative  cost  and  complexity  associated  with  traditional  qualified  retirement 
plans  often  discourage  small  employers  from  sponsoring  these  plans.    For  employers  with 
few  employees,  the  cost  of  maintaining  the  plan  may  even  exceed  the  benefits  provided  to 
employees.    As  a  result,  pension  coverage  of  employees  of  small  employers  is  significantly 
lower  than  the  pension  coverage  of  employees  of  larger  employers. 

SEPs  and  SARSEPs,  which  were  designed  for  small  employers,  are  perceived  by 
many  employers  as  overly  complicated  and  impractical.    The  nondiscrimination  and 
eligibility  rules  applicable  to  SARSEPs  make  it  difficult  for  an  eligible  employer  to  maintain 
a  SARSEP  on  an  ongoing  basis.    An  eligible  employer  cannot  encourage  employees  to  make 
elective  contributions  by  offering  to  match  employee  contributions  dollar-for-doUar  or 
otherwise.    (An  employer  match  is  a  strong  incentive  for  employees  to  contribute  to  a 
retirement  plan.) 

The  inability  to  offer  matching  contributions  also  makes  it  difficult  for  the  employer 
to  satisfy  the  SARSEP  nondiscrimination  test.    Under  the  SARSEP  nondiscrimination  test, 
eleciive  contributions  for  any  highly  compensated  employee  are  limited  to  125%  of  the 
average  elective  contributions  for  all  nonhighly  compensated  employees  for  the  year.    Thus, 
highly  compensated  employees  are  limited  to  very  low  levels  of  elective  contributions  unless 
other  employees  make  significant  elective  contributions  -  which  they  are  less  likely  to  make 
without  the  incentive  of  a  matching  contribution.    Concerns  have  also  been  raised  that,  where 
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SEPs  and  SARSEPs  are  used,  there  may  be  significant  noncompliance  with  the  statutory 

requirements. 

Proposal 

The  proposal  would  provide  a  new,  simple  retirement  plan  for  employers  with  100  or 
fewer  employees.   The  new  plan  would  be  known  as  the  National  Employee  Savings  Trust, 
or  "NEST." 

The  NEST  would  operate  through  individual  IRA  accounts  for  employees,  and  would 
incorporate  design-based  nondiscrimination  safe  harbors  similar  to  those  the  Administration  is 
proposing  for  401  (k)  plans.    Like  other  IRA  accounts,  investment  in  NEST  accounts  would 
be  directed  by  each  employee.    By  eliminating  or  greatly  simplifying  many  of  the  rules  that 
apply  to  other  qualified  retirement  plans,  including  401  (k)  plans,  the  NEST  would  remove 
the  key  obstacles  that  currently  deter  many  small  employers  from  setting  up  retirement  plans. 
The  current  SEP  and  SARSEP  rules  would  not  be  eliminated  or  modified,  but  would  remain 
in  place. 

Funding  Tliroui^h  IRAs 

New  plan  would  use  IRAs  as  the  funding  vehicle:    All  employee  and  employer 
contributions  to  NESTs  would  be  made  to  IRAs,  and  the  IRA  rules  would  govern  except 
where  specified  otherwise. 

Initial  use  of  specific  financial  institution:    In  order  to  simplify  plan  administration  for 
cmplovers,  an  employer  could,  without  fiduciary  exposure,  require  that  all  of  its  participating 
cinplovees  use  a  designated  financial  institution's  IRAs  as  the  recipient  of  NEST 
coninbuiions  --  but  only  if  participants  were  notified  in  writing  that  the  contributions  could 
he  moved  (in  a  trustee-to-trustee  transfer)  without  penalty  to  another  IRA  at  any  time.   This 
noiillcntion  could  be  incorporated  into  the  annual  disclosure  to  employees  regarding  the 
.NEST  (described  below)  or  could  be  provided  separately. 

Eniplmrr  Eltnihilm 

100  employee  limit:    Any  employer,  including  a  tax-exempt  organization  or 
government,  would  be  eligible  to  make  a  NEST  program  available  to  its  employees  in  a 
given  year  if  the  employer  had  no  more  than  100  employees  in  the  prior  year.    For  this 
purpose,  employees  would  be  counted  only  if  they  had  at  least  $5,000  of  compensation  (as 
reported  on  Form  W-2)  from  the  employer.   The  "employer"  would  be  determined  on  a 
"controlled  group"  basis  (i.e.,  aggregating  80%  affiliates). 

Two-year  grace  period:  If  an  eligible  employer  established  a  NEST  program  and, 
subsequently,  the  number  of  employees  grew  to  exceed  100  (based  on  the  prior  year),  the 
employer  would  continue  to  be  eligible  for  the  current  and  subsequent  year.    After  that  two- 
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year  "grace  period,"  the  employer  would  cease  to  be  eligible  unless  the  employee  count  again 
dropped  to  100  or  fewer  (based  on  the  prior  year). 

For  example,  assume  Company  A  has  90  employees  in  Year  1,  95  employees  in  Year 
2,  101  employees  in  Year  3,  103  employees  in  Year  4,  102  employees  in  Year  5,  and  99 
employees  in  Year  6.    Company  A  would  be  eligible  to  make  a  NEST  program  available  to 
its  employees  in  Years  2  and  3,  based  on  having  had  no  more  than  100  employees  in  the 
prior  year,  and  in  Years  4  and  5,  based  on  the  two-year  grace  period.    Company  A  would 
lose  its  eligibility  for  Year  6  (because  it  had  "more  than  100  employees  in  Year  5  and  was  no 
longer  in  the  grace  period  relating  to  Year  2),  but  would  be  eligible  again  for  Year  7  (based 
on  having  had  no  more  than  100  employees  in  Year  6).    No  NEST  contributions  would  be 
permitted  for  a  year  in  which  the  employer  was  not  eligible. 

Acquisitions:  If  an  eligible  employer  ceased  to  meet  the  100-employee  test  because  it 
was  acquired  by  another  entity,  only  the  acquired  (previously  eligible)  entity  would  continue 
to  be  eligible  during  the  two-year  grace  period. 

Employee  Eligibility  to  Parricipare  and  Vesting 

Two-year  eligibility:    Each  employee  who  attained  age  21  and  completed  two 
consecutive  years  of  service  with  the  employer  would  be  eligible  to  participate.    A  "year  of 
service"  would  be  defined  as  a  calendar  year  during  which  an  employee's  W-2  compensation 
from  the  employer  was  at  least  $5,000.    An  employer  could  choose  to  allow  all  employees  to 
participate  eariier  than  upon  attainment  of  age  21  and  completion  of  two  years  of  service. 

Participating  employees  who  drop  below  the  $5.000  threshold  or  whose  employment 
terminates  mid-year:  Once  an  employee  became  eligible,  the  employee  would  be  entitled  to 
make  elective  contributions  and  receive  any  employer  matching  contributions  even  if,  during 
the  current  calendar  year,  the  employee's  W-2  compensation  from  the  employer  was  less 
than  55,000.  However,  no  nonelective  employer  contributions  would  be  required  unless  the 
employee  had  at  least  $5,000  of  compensation  from  the  employer  for  the  calendar  year.  All 
employees  with  at  least  $5,000  of  compensation  for  the  year  would  receive  a  nonelective 
employer  contribution  for  that  year. 

Portability/ 100%  vesting:    All  contributions  would  be  100%  vested  immediately  and 
would  be  fully  portable,  even  during  the  two-year  holding  period  (described  below). 

.\'n  .Wondiscriminarion  Testing 

Nondiscrimination  tests  not  applicable:    NESTs  would  not  be  subject  to: 

•  the  top-heavy  rules; 


213 


•  the  nondiscrimination  rules  that  apply  to  elective  contributions  under  a  401  (k)  plan 
(the  "ADP"  test); 

•  the  nondiscrimination  rules  that  apply  to  matching  contributions  (the  "ACP"  test);  or 

•  the  nondiscrimination  rules  that  apply  to  SEPs  and  SARSEPs.    (Thus,  there  would  be 
no  50%  participation  requirement,  no  125%  test,  and  no  social  security  integration.) 

HCE  determinations  irrelevant:    Because  NESTs  would  not  be  subject  to  any 
nondiscrimination  tests,  an  employer  that  offers  a  NEST  would  not  be  required  to  determine 
which  employees  are  "highly  compensated  employees." 

Conihbunnns 

NESTs  would  receive  nonelective  employer  contributions  and,  depending  on  the 
option  selected  by  the  employer,  elective  contributions  and  employer  matching  contributions. 

Design-based  safe  harbors:    In  lieu  of  top-heavy  and  nondiscrimination  rules,  every 
NEST  would  be  required  to  choose  annually  to  satisfy  one  of  the  following  two  design-based 
safe  harbors  (generally  similar  to  the  Administration's  proposed  401  (k)  safe  harbors): 

(1)  The  employer  makes  nonelective  contributions  of  at  least  3%  of  compensation^  for 
each  eligible  employee.    The  employer  may  choose  to  allow  employee  elective 
contributions  in  addition  to  the  employer  nonelective  contributions.    If  the  employer 
chose  to  allow  employee  elective  contributions,  the  employer  could  also  choose  to 
make  matching  contributions.    However,  the  match  may  be  no  greater  than  100%  of 
the  first  5%  of  employee  compensation,  and  employees  must  be  provided  notice  of  the 
matchmg  contributions  as  part  of  the  annual  disclosure  described  below. 

(2)  The  employer  makes  nonelective  contributions  of  at  least  1%  of  compensation  for 
each  eligible  employee  and  allows  employee  elective  contributions.   The  employer 
must  provide  a  100%  matching  contribution  on  the  employee's  elective  contributions 
up  to  3%  of  compensation  and  a  matching  contribution  of  at  least  50%  (and  no 
greater  than  100%)  on  the  next  2%  of  employees'  elective  contributions.    The 
employer  may  not  provide  any  other  matching  formula,  including  a  more  generous 


•  The  $150,000  compensation  limit  that  applies  for  purposes  of  the  deduction  and 
contribution  limits  for  qualified  plans,  SEPs,  and  SARSEPs  would  apply  for  purposes  of 
determining  safe  harbor  and  other  contributions.    However,  for  this  purpose,  a  simplified 
definition  of  compensation  would  apply  -  compensation  would  be  determined  before  elective 
contributions  were  subtracted  from  compensation.    Similarly,  the  definition  of 
"compensation"  would  be  simplified  for  a  self-employed  individual  participating  in  a  NEST 
by  not  subtracting  deductible  contributions  or  the  self-employment  tax  deduction. 
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formula.   Although  this  safe  harbor  would  require  a  1  %  nonelective  employer 
contribution,  the  top-heavy  rules  would  not  apply,  as  noted  above.    This  means  that 
those  employers  that  otherwise  would  have  been  required  to  make  a  3%  top-heavy 
minimum  contribution  for  each  non-key  employee  would  have  to  make  only  a  1  % 
nonelective  contribution.   In  addition,  all  employers  that  offer  a  NEST  would  be 
relieved  of  the  requirement  to  test  the  NEST  for  top-heavy  status. 

Employee  elective  contributions:   The  limit  on  employees'  annual  elective 
contributions  (i.e.,  salary  reduction  contributions)  to  a  NEST  (currently  $9,240  in  the  case  of 
elective  contributions  to  401(k)  plans)  would  be  $5,000.   The  limit  would  remain  at  $5,000 
until  the  section  402(g)  limit  exceeded  $10,000;  then,  the  NEST  limit  would  be  indexed  to 
(and  remain  at)  one  half  of  the  section  402(g)  limit  for  each  year. 

Employer  matching  contributions:   The  limit  on  employer  matching  contributions 
depends  on  which  of  the  two  design-based  safe  harbors  the  employer  chooses  for  the  year. 
Under  the  first  safe  harbor,  the  "3%-nonelective-contributions  safe  harbor,"  no  employer 
matching  contributions  are  required,  but  they  are  permitted.    However,  if  the  employer 
selects  the  "matching  contribution  safe  harbor"  (the  second  safe  harbor),  employer  matching 
contributions  are  required.    All  employer  matching  contributions  are  limited  in  accordance 
with  the  matching  formula  described  above;  other  formulas  and  additional  matching 
contributions  are  not  permitted. 

Nonelective  employer  contributions:    A  NEST  could  provide  for  discretionary 
nonelective  employer  contributions  in  excess  of  the  safe  harbor  minimums  (1%  or  3%)  from 
year  to  year.    Any  such  nonelective  employer  contributions  in  excess  of  the  1%  or  3% 
mininiums  would  have  to  be  an  equal  percentage  of  compensation  for  all  eligible  employees. 
'!  oial  nonelective  contributions  (both  the  safe  harbor  minimums  and  discretionary 
contributions)  could  not  exceed  5%  of  compensation. 

Section  404  deduction  limit  not  applicable:  The  employer  would  be  permitted  to 
deduct  the  elective,  matching,  and  nonelective  contributions  described  above  (within  the 
limits  described)  without  regard  to  any  separate  percent-of-compensation  limitation  (i.e., 
there  would  be  no  limit  comparable  to  that  imposed  by  section  404(a)(3)). 

Timiny  of  Cnnfrihurions 

Quarterly  employer  contributions:    Employer  matching  contributions  would  be 
required  to  be  deposited  in  employees'  accounts  (IRAs)  no  less  frequently  than  quarterly. 
Employer  nonelective  contributions  would  also  be  required  to  be  deposited  no  less  frequently 
than  quarterly  --  but  only  for  employees  who  were  paid  at  least  $5,000  as  of  the  end  of  the 
quarter  (measured  from  January  1  of  that  year).    If  an  employee  did  not  reach  the  $5,000 
threshold  until  the  second,  third,  or  fourth  calendar  quarter,  the  employer  would  be  required, 
after  the  threshold  had  been  reached,  to  make  nonelective  contributions  for  both  the  current 
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and  all  preceding  calendar  quarters  in  the  year.    Contributions  for  any  calendar  quarter 
would  be  required  to  be  deposited  within  45  days  after  the  end  of  that  quarter. 

Disrriburions 

Two-year  holding  period:    NEST  contributions  (and  attributable  earnings)  would  be 
subject  to  a  two-year  holding  period  beginning  on  the  date  of  contribution.'  This  two-year 
restriction  on  withdrawals  would  apply  whether  or  not  the  participant  had  incurred  a 
termination  of  employment. 

Otherwise,  distributions  from  NEST  IRAs  would  be  subject  to  the  same  rules  as 
distributions  from  IRAs  generally  (as  distinguished  from  401  (k)  or  other  qualified  plans)  ~ 
no  other  restrictions  would  be  imposed,  but  an  additional  10%  tax  would  apply  to 
distributions  before  age  59  1/2.   During  the  two-year  holding  period,  contributions  and 
earnings  could  be  rolled  over  to  another  IRA  -  but  the  original  two-year  holding  period 
would  continue  to  apply  to  the  rolled-over  amounts  in  the  recipient  IRA. 

Rollovers:    NESTs  could  originate  and  receive  transfers  from  other  IRAs  (whether 
NESTs,  SEPs,  SARSEPs,  or  other  IRAs).   NESTs  could  also  receive  rollovers  from 
qualified  plans.    All  movement  of  NEST  funds  to  other  IRAs,  whether  or  not  during  the  two- 
year  holding  period,  would  be  required  to  be  carried  out  in  the  form  of  a  trustee-to-trustee 
transfer.    Any  amounts  rolled  over  to  a  NEST  would  not  be  subject  to  the  two-year  holding 
period  unless  they  were  amounts  from  a  NEST  for  which  the  two-year  holding  period  had 
not  yet  elapsed. 

MiHellaneoiis 

Other  plans  maintained  by  the  employer:    An  employer  that  maintains  a  NEST  could 
numtain  additional  tax-qualified  plans,  other  than  a  plan  that  allows  for  elective  contributions 
or  matching  contributions.    For  example,  if  the  employer  maintained  a  401(k),  salary 
reduction  or  matching  403(b),  or  SARSEP  plan  and  wished  to  establish  a  NEST,  it  would 
have  to  freeze  (but  not  terminate)  the  401(k),  403(b),  or  SARSEP  plan.    However,  an 
employer  could  maintain  both  a  NEST  and  a  defined  benefit  plan. 

If  an  employer  did  maintain  another  plan,  compliance  of  the  NEST  with  the  NEST 
requirements  would  be  determined  without  regard  to  the  other  plan.    The  other  plan  would 
have  to  lake  the  NEST  into  account  only  for  purposes  of  the  section  404  deduction  limits  and 
the  section  415  contribution  and  benefits  limitations.    The  top-heavy  rules  and 
nondiscrimination  rules,  for  example,  would  apply  to  the  other  plan  without  regard  to  the 
NEST;  the  NEST  would  not  affect  the  compliance  of  the  other  plan  with  these  rules. 


'    For  purposes  of  this  rule,  a  contribution  made  on  any  date  within  a  calendar  year 
would  be  deemed  to  be  made  on  the  first  day  of  that  year. 
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If  an  employee  who  panicipates  in  a  NEST  also  participates  in  a  separate  employer's 
401(k),  403(b),  or  SARSEP  plan,  the  section  402(g)  elective  deferral  limit  for  that  employee 
would  be  coordinated.    Elective  contributions  to  the  NEST  would  have  to  be  taken  into 
account  in  determining  whether  the  $9,240  or  $9,500  limit  had  been  exceeded  under  the 
other  plan,  but  any  elective  contributions  made  to  the  other  plan  would  not  be  taken  into 
account  in  determining  whether  the  $5,000  NEST  limit  had  been  exceeded. 

Coordination  with  IRA  deduction  rules:    NESTs  would  be  treated  as  qualified  plans 
for  purposes  of  the  IRA  deduction  phase-out  rules.   Thus,  employees  who  participated  in  a 
NEST  and  had  AGI  in  excess  of  the  applicable  thresholds  would  be  phased  out  of  making 
deductible  IRA  contributions.   This  is  the  same  rule  that  currently  applies  to  SEPs  and 
SARSEPs.    On  the  other  hand,  the  $2,000  (or  $2,250)  IRA  contribution  limit  would  not 
apply  to  NEST  contributions. 

IRS  model  form:   The  IRS  would  be  directed  to  issue  a  model  NEST  document. 
Vendors  and  employers  would  have  the  option  of  using  their  own  documents,  however. 

Reporting:    An  employer  maintaining  a  NEST  would  not  be  subject  to  any  reporting 
requirements  (e.g.,  Form  5500  filing).    However,  the  NEST  trustee  or  custodian  would  be 
required  to  report  NEST  contributions  on  Form  5498,  on  which  IRA  contributions  are 
reported. 

Disclosure:    Employees  would  be  required  to  be  notified  annually  in  writing  of  their 
rights  under  the  plan,  including,  for  example,  the  right  to  a  matching  contribution. 
Similarly,  if  an  employer  wanted  to  switch  between  safe  harbor  formulas,  the  employer 
would  be  required  to  notify  eligible  employees  which  formula  would  be  used  for  a  year  no 
later  than  a  reasonable  time  before  the  employer  required  employees  to  make  their  elections 
tor  the  year. 

Calendar  plan  year:   The  calendar  year  would  be  the  plan  year  for  all  NESTs  and 
uould  have  to  be  used  in  applying  all  NEST  contribution  limits,  eligibility,  and  other  NEST 

requirements. 

These  provisions  would  be  effective  for  years  beginning  after  December  31,  1996. 

Revenue  Estimate  (in  millions  of  dollars) 

Fiscal  Years 

1995        1996        1997        1998        1999       2000         Total 

NEST:  Simple  plan  for  0  0  -58  -113        -158        -176  -505 

small  business 
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SIMPLIFY  DEFINITION  OF  HIGHLY  COMPENSATED  EMPLOYEE  AND 
REPEAL  THE  FAMILY  AGGREGATION  RULES 

Current  Law 

Definition  of  highly  compensated  employee.    A  qualified  employer  retirement  plan 
must  satisfy  various  nondiscrimination  tests  to  ensure  that  it  does  not  discriminate  in  favor  of 
"highly  compensated  employees."   Thus,  all  of  the  nondiscrimination  tests  require  the 
employer  to  identify  its  "highly  compensated  employees."   This  term  is  currently  defined  by 
reference  to  a  test  with  seven  major  parts.    Under  this  definition,  an  employee  is  treated  as  a 
highly  compensated  employee  for  the  current  year,  if,  at  any  time  during  the  current  year  or 
the  preceding  year,  the  employee: 

(1)  owned  more  than  5%  of  the  employer, 

(2)  received  more  than  $100,000  (as  indexed  for  1995)  in  annual  compensation 
from  the  employer, 

(3)  received  more  than  $66,000  (as  indexed  for  1995)  in  annual  compensation 
from  the  employer  and  was  one  of  the  top-paid  20%  of  employees  during  the 
same  year,  or 

(4)  was  an  officer  of  the  employer  who  received  compensation  greater  than 
560,000  (as  indexed  for  1995). 

These  four  rules  are  modified  by  three  additional  rules. 

(5)  An  employee  described  in  any  of  the  last  three  categories  for  the  current  year 
but  not  the  preceding  year  is  treated  as  a  highly  compensated  employee  for  the 
current  year  only  if  he  or  she  was  among  the  100  highest  paid  employees  for 
that  year. 

(6)  No  more  than  50  employees  or,  if  fewer,  the  greater  of  three  employees  or 
\0%  of  employees  are  treated  as  officers. 

(7)  If  no  officer  has  compensation  in  excess  of  $60,000  (for  1995)  for  a  year,  then 
the  highest  paid  officer  of  the  employer  for  the  year  is  treated  as  a  highly 
compensated  employee. 

Family  aggregation.    If  an  employee  is  a  family  member  of  either  a  more-than-5% 
ovvner  of  the  employer  or  one  of  the  employer's  ten  highest-paid  highly  compensated 
employees,  then  any  compensation  paid  to  the  family  member  and  any  contribution  or  benefit 
under  the  plan  on  behalf  of  the  family  member  is  aggregated  with  the  compensation  paid  and 
contributions  or  benefits  on  behalf  of  the  highly  compensated  employee.   Therefore,  the 
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highly  compensated  employee  and  the  family  member(s)  are  treated  as  a  single  highly 
compensated  employee.   For  purposes  of  this  rule,  an  employee's  "family  member"  is 
generally  a  spouse,  parent,  grandparent,  child,  or  grandchild  (or  the  spouse  of  a  parent, 
grandparent,  child,  or  grandchild). 

A  similar  family  aggregation  rule  applies  with  respect  to  the  $150,000  annual  limit  on 
the  amount  of  compensation  that  may  be  taken  into  account  under  a  qualified  plan. 
(However,  under  these  provisions,  only  the  highly  compensated  employee's  spouse  and 
children  or  grandchildren  under  age  19  are  aggregated.) 

Reasons  for  Chan£e 

The  definition  of  highly  compensated  employee  is  not  only  complicated,  it  classifies 
many  middle-income  workers  as  "highly  compensated  employees"  who  are  then  prohibited 
from  receiving  better  benefits  than  others. 

The  family  aggregation  rules  greatly  complicate  the  application  of  the 
nondiscrimination  tests,  particularly  for  family-owned  or  operated  businesses,  and  may 
unfairly  reduce  retirement  benefits  for  the  family  members  who  are  not  highly  compensated 
employees. 

Proposal 

Definition  of  highly  compensated  employee.    The  current  seven-part  test  would  be 
replaced  by  a  simplified  two-part  test:  an  employee  would  be  a  "highly  compensated 
employee"  for  the  current  year  only  if  the  employee  owned  more  than  5%  of  the  employer 
durmg  the  current  or  preceding  year  or  had  compensation  from  the  employer  of  more  than 
S80,000  (indexed  annually  for  cost  of  living)  during  the  preceding  year.    This  dollar 
threshold  would  mean  that  many  middle-income  Americans  no  longer  would  be  subject  to 
nondiscnmmation  restrictions. 

Family  aggregation.    The  family  aggregation  rules  would  be  repealed. 

These  provisions  would  be  effective  for  years  beginning  after  December  31,  1995. 

Revenue  Estimate  (in  millions  of  dollars) 


Definition  of  HCE/repeal         0 
family  aggregation 


Fiscal  Years 

1995 

1996 

1997       1998 

1999 

2000 

Total 

0 

3 

5            5 

6 

7 

26 
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PLANS  MAINTAINED  BY  SELF-EMPLOYED  INDIVIDUALS 

Current  Law 

Prior  to  the  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  (TEFRA),  numerous 
special  rules  applied  to  qualified  retirement  plans  that  covered  self-employed  individuals. 
Almost  all  of  these  special  rules  were  repealed  by  TEFRA.    However,  special  aggregation 
rules  that  do  not  apply  to  other  qualified  retirement  plans  still  apply  to  qualified  plans  that 
cover  an  "owner-employee"  (i.e.,  a  sole  proprietor  of  an  unincorporated  trade  or  business  or 
a  more-than-10%  partner  of  a  partnership).   These  aggregation  rules  generally  require 
affected  plans  to  be  treated  as  a  single  plan  and  affected  employers  to  be  treated  as  a  single 
employer.    For  example,  under  one  of  the  special  rules,  if  an  owner-employee  controls  more 
than  one  trade  or  business,  then  any  qualified  plans  maintained  with  respect  to  those  trades  or 
businesses  must  be  treated  as  a  single  plan  and  all  employees  of  those  trades  or  business  must 
be  treated  as  employed  by  a  single  employer. 

Reasons  for  Change 

The  special  aggregation  rules  afford  plan  participants  little,  if  any,  protection  because 
they  are  largely  duplicative  of  the  general  aggregation  rules  that  apply  to  all  qualified 
employer  plans,  including  plans  that  cover  self-employed  individuals. 

Proposal 

The  special  aggregation  rules  for  qualified  plans  that  cover  owner-employees  would 
be  repealed.    As  under  current  law,  these  plans  would  be  subject  to  the  general  plan 
aggregation  rules  that  apply  to  tax -qualified  employer  retirement  plans. 

This  provision  would  be  effective  for  years  beginning  after  December  31,  1995. 

ReNcniie  Estimate  (in  millions  of  dollars) 


Plans  covering  self- 
employed  individuals 


Fiscal  Years 

1995 

1996 

1997        1998 

1999 

2000 

Total 

0 

-2 

-4            -4 

-4 

-5 

-19 
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SUBSTANTIAL  OWNER  RULES  RELATING  TO  PLAN  TERMINATIONS 

Current  Law 

The  Employee  Retirement  Income  Security  Act  of  1974,  as  amended  (ERISA) 
contains  very  complicated  rules  for  determining  the  benefits  guaranteed  by  the  Pension 
Benefit  Guaranty  Corporation  (PBGC)  for  an  individual  who  owns  more  than  10  percent  of  a 
business  (a  "substantial  owner")  and  who  is  a  participant  in  the  business's  terminating  plan. 
These  rules  were  designed  to  prevent  a  substantial  owner  from  establishing  a  plan, 
underfunding  it,  and  terminating  it  in  order  to  receive  benefits  from  the  PBGC.    Under  the 
rules,  the  PBGC  guarantee  with  respect  to  a  participant  who  is  not  a  substantial  owner  is 
generally  phased  in  over  five  years  from  the  date  of  the  plan's  adoption  or  amendment. 
However,  for  a  substantial  owner,  the  guarantee  is  generally  phased  in  over  30  years  from 
the  date  the  substantial  owner  begins  participation  in  the  plan.    The  substantial  owner's 
benefit  under  each  amendment  within  the  30  years  before  plan  termination  is  separately 
phased  in.    In  addition,  a  substantial  owner's  guaranteed  benefit  cannot  exceed  twice  the 
amount  guaranteed  under  the  original  plan  provisions. 

Reasons  for  Change 

The  substantial  owner  phase-in  rules  are  complex  and  difficult  to  apply  because  of  the 
need  to  obtain  plan  documents  going  back  up  to  30  years.    The  reduced  guarantee  for 
employees  with  less  than  a  majority  ownership  interest  penalizes  employees  who  may  have 
little,  if  any,  control  over  plan  benefit  levels  or  funding  decisions.    It  also  unfairly  penalizes 
substantial  owners  who  granted  themselves  low  benefits  when  they  entered  the  plan. 

I'ldposai 

The  same  five-year  phase-in  that  currently  applies  to  a  participant  who  is  not  a 
substantial  owner  would  apply  to  a  substantial  owner  with  less  than  a  50%  ownership 
interest.    For  a  substantial  owner  with  a  50%  or  more  ownership  interest  (a  "majority 
owner"),  the  phase-in  would  depend  on  the  number  of  years  the  plan  has  been  in  effect, 
rather  than  on  the  number  of  years  the  owner  has  been  a  participant.    Specifically,  the 
guaranteeable  plan  benefit  for  a  majority  owner  would  be  1/30  for  each  year  that  the  plan  has 
been  in  effect.    (Benefits  under  plan  amendments  would  not  be  separately  phased  in.)   Under 
this  approach,  the  fraction  would  be  the  same  for  each  majority  owner,  eliminating  the  need 
lor  separate  computations  based  on  documents  that  are  up  to  30  years  old.    However,  a 
majority  owner's  guaranteed  benefit  would  be  limited  so  that  it  could  not  be  more  than  the 
amount  that  would  be  guaranteed  under  the  regular  five-year  phase-in  applicable  to  other 
participants. 

These  provisions  would  be  effective  for  plan  terminations  for  which  notices  of  intent 
to  terminate  were  provided  on  or  after  the  date  of  enactment. 


Revenue  Estimate  (in  millions  of  dollars) 

Fiscal  Years 
1995       me       1231       I92S       1999       2Q00         Total 
Substantial  owner  rules  q  *  *  »  •  »  * 

*  =  revenue  loss  of  less  than  $500,000 
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SIMPLIFIED  NONDISCRIMINATION  TESTING  FOR  401  (k)  PLANS 

Current  Law 

The  actual  deferral  percentage  (AD?)  test  generally  applies  to  the  elective 
contributions  (typically  made  by  salary  reduction)  of  all  employees  eligible  to  participate  in  a 
401(k)  plan.   The  test  requires  the  calculation  of  each  eligible  employee's  elective 
contributions  as  a  percentage  of  the  employee's  pay.   The  AD?  test  is  satisfied  if  the  plan 
passes  either  of  the  following  two  tests:    (1)  the  average  percentage  of  elective  contributions 
for  highly  compensated  employees  does  not  exceed  125%  of  the  average  percentage  of 
elective  contributions  for  nonhighly  compensated  employees,  or  (2)  the  average  percentage  of 
elective  contributions  for  highly  compensated  employees  does  not  exceed  200%  of  the 
average  percentage  of  elective  contributions  for  nonhighly  compensated  employees,  and  does 
not  exceed  the  percentage  for  nonhighly  compensated  employees  by  more  than  two 
percentage  points.   The  actual  contribution  percentage  (ACP)  test  is  almost  identical  to  the 
ADP  test,  but  generally  applies  to  employer  matching  contributions  and  after-tax  employee 
contributions  under  any  qualified  employer  retirement  plan. 

Both  the  ADP  test  and  the  ACP  test  generally  compare  the  average  contributions  for 
highly  compensated  employees  for  the  year  to  the  average  contributions  for  nonhighly 

compensated  employees  for  the  same  year. 

When  the  ADP  or  ACP  test  is  violated,  correction  is  made  by  reducing  the  excess 
contributions  of  highly  compensated  employees  beginning  with  employees  who  have  deferred 
the  greatest  percentage  of  pay. 

Reasons  for  Change 

The  annual  application  of  these  tests,  and  correcting  violations  of  these  tests,  can  be 
complicated  and  costly.    For  example,  because  the  current  year  average  for  the  nonhighly 
compensated  employees  is  not  known  until  the  end  of  the  year,  the  tests  commonly  require 
either  monitoring  and  adjustments  of  contributions  over  the  course  of  the  year  or  complicated 
correction  procedures  and  information  reporting  after  the  end  of  the  year. 

The  current  correction  method  often  does  not  affect  the  most  highly  paid  of  the  highly 
compensated  employees:  their  contributions,  as  a  percentage  of  pay,  are  likely  to  be  lower 
than  the  percentage  contributions  of  lower-paid  highly  compensated  employees,  even  if  the 
dollar  amount  of  their  contributions  is  higher.    For  example,  if  an  officer  makes  $65,000  and 
contributes  S5,000  (7.7%  of  pay),  his  or  her  contribution  would  be  reduced  before  that  of  a 
CEO  who  makes  5150,000  and  contributes  $9,000  (6%  of  pay).    It  also  is  usually  somewhat 
simpler  to  determine  the  total  dollar  amount  contributed  by  an  employee  than  to  determine 
uhat  percentage  of  pay  that  dollar  amount  represents. 
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Proposal 

Design-based  safe  harbors.    The  proposal  would  provide  two  alternative  "design- 
based"  safe  harbors.    If  a  plan  were  properly  designed,  the  employer  would  avoid  all  ADP 
and  ACP  testing.    Under  the  first  safe  harbor,  the  employer  would  have  to  make  nonelective 
contributions  of  at  least  3%  of  compensation  for  each  nonhighly  compensated  employee 
eligible  to  participate  in  the  plan.    Alternatively,  under  the  second  safe  harbor,  the  employer 
would  have  to  provide  a  100%  matching  contribution  on  an  employee's  elective  contributions 
up  to  the  first  3%  of  compensation,  and  a  matching  contribution  of  at  least  50%  on  the 
employee's  elective  contributions  up  to  the  next  2%  of  compensation.    The  second  safe 
harbor  also  would  require  the  employer  to  make  a  nonelective  contribution  of  at  least  1%  of 
compensation  for  each  eligible  nonhighly  compensated  employee. 

A  more  generous  matching  contribution  formula  would  cilso  be  considered  to  satisfy 
the  matching  contribution  safe  harbor,  but  only  if  the  level  of  matching  contributions  did  not 
increase  as  employee  elective  contributions  increased  and  the  matching  contributions  at  every 
level  of  compensation  were  at  least  as  great  as  they  would  have  been  under  the  safe  harbor 
formula.    However,  for  purposes  of  satisfying  the  matching  contribution  safe  harbor  with 
respect  to  the  ACP  test  (but  not  the  ADP  test),  matching  contributions  could  not  be  made 
with  respect  to  employee  elective  contributions  in  excess  of  6%  of  compensation.   The  safe 
harbors  could  not  be  used  to  satisfy  the  ACP  test  with  respect  to  after-tax  employee 
contributions. 

Under  both  safe  harbors,  the  nonelective  employer  contributions  and  the  matching 
employer  contributions  would  be  nonforfeitable  immediately  (i.e.,  100%  vested)  and 
{generally  could  not  be  distributed  prior  to  the  participant's  death,  disability,  termination  of 
employment,  or  attainment  of  age  59  1/2.    In  addition,  each  employee  eligible  to  participate 
in  the  plan  would  have  to  be  given  notice  of  his  or  her  rights  and  obligations  under  the  plan 
uiihm  a  reasonable  period  before  the  beginning  of  any  year. 

Use  of  prior-year  data  and  simplified  correction  procedures.    The  proposal  would  also 
simplify  the  nondiscrimination  rules  for  plans  that  chose  not  to  use  the  design-based  safe 
harbors.    First,  the  proposal  would  modify  the  ADP  and  ACP  tests  to  require  the  average 
coninbutions  for  highly  compensated  employees  for  the  current  year  to  be  compared  to  the 
average  contributions  for  nonhighly  compensated  employees  for  [he preceding  year.    For  the 
first  plan  year  of  a  401(k)  plan,  the  average  percentage  for  nonhighly  compensated 
employees  would  be  deemed  to  be  3%  or,  at  the  employer's  election,  the  average  percentage 
for  that  first  plan  year.    Second,  a  simplified  correction  method  would  require  excess 
contributions  to  be  distributed  first  to  those  highly  compensated  employees  who  deferred  the 
highest  dollar  amount  (as  opposed  to  the  highest  percentage  of  pay)  for  the  year.    Under  this 
approach,  the  lower-paid  highly  compensated  employees  would  no  longer  tend  to  bear  the 
brunt  of  the  correction  method. 

These  provisions  would  be  effective  for  years  beginning  after  December  31,  1996. 


Revenue  Estimate  (in  millions  of  dollars) 


1995 

401(k)  safe  harbors  and  0 

simplify  nondiscrimination 
rules 


Fiscal  Years 

1990 

1997       1998 

1999 

2000 

Total 

0 

-38          -69 

-92 

-113 

-312 
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401  (k)  PLANS  FOR  TAX-EXEMPT  ORGA>fIZATIONS 

Current  Law 

Except  for  certain  plans  established  before  July  2,  1986,  an  organization  exempt  from 
income  tax  is  not  allowed  to  maintain  a  section  401(k)  plan. 

Reasons  for  Change 

This  rule  prevents  many  tax-exempt  organizations  from  offering  their  employees 
retirement  benefits  on  a  salary  reduction  basis.    Although  tax-sheltered  annuity  programs  can 
provide  similar  benefits,  many  types  of  tax-exempt  organizations  are  also  precluded  from 
offering  those  programs. 

Proposal 

The  proposal  would  allow  organizations  exempt  from  income  tax  (other  than  state  or 
local  governments)  and  Indian  tribes  to  maintain  401(k)  plans. 

This  provision  would  be  effective  for  years  beginning  after  December  31,  1996. 

Revenue  Estimate  (in  millions  of  dollars) 


Fiscal  Years 

1995 

1996 

1997        199? 

1999 

200<? 

Total 

Allow  tax-exempt 

0 

0 

-36         -63 

-71 

-76 

-246 

organizations  to  have 

401(k)'s 
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DISTRIBUTIONS  UNDER  RURAL  COOPERATIVE  401  (k)  PLANS 

Current  Law 

Under  a  section  401(k)  plan,  distributions  are  generally  allowed  only  after  separation 
from  service,  death,  disability,  attainment  of  age  59  1/2,  or  hardship.    However,  401(k) 
plans  that  qualify  as  "rural  cooperative  plans"  (e.g.,  401(k)  plans  maintained  by  rural 
electrical  cooperatives  or  cooperative  telephone  companies)  are  money  purchase  pension 
plans.    Therefore,  in  accordance  with  the  distribution  restrictions  generally  applicable  to 
pension  plans,  these  plans  cannot  allow  distributions  on  account  of  a  participant's  attainment 
of  age  59  1/2. 

Reasons  for  Change 

It  is  appropriate  to  allow  401(k)  plans  maintained  by  rural  cooperatives  to  permit 
distributions  to  plan  participants  under  the  same  circumstances  as  401(k)  plans  maintained  by 
other  employers. 

Proposal 

The  rules  governing  distributions  from  401  (k)  plans  of  rural  cooperatives  would  be 
conformed  to  those  that  apply  to  other  401(k)  plans  by  allowing  distributions  after  attainment 
of  age  59  1/2. 

This  provision  would  be  effective  for  distributions  after  December  31,  1995. 

Kotniie  Estimate  (in  millions  of  dollars) 

Fiscal  Years 

1995        1996        1997        1998        1999       2000         Total 

Distributions  under  rural  0  12  2  2  2  9 

cooperative  401(k)'s 
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REPEAL  OF  MINIMUM  PARTICIPATION  RULE  FOR 
DEFESfED  CONTRIBUTION  PLANS 


Current  Law 


Under  current  law,  every  qualified  defined  benefit  plan  or  defined  contribution  plan  is 
required  to  cover  at  least  50  employees  or,  in  smaller  companies,  40%  of  all  employees  of 
the  employer.    In  general,  this  rule  was  intended  primarily  to  prevent  an  employer  from 
establishing  individual  defined  benefit  plans  for  highly  compensated  employees  in  order  to 
provide  those  employees  with  more  favorable  benefits  than  those  provided  to  lower  paid 
employees  under  a  separate  plan.   The  rule  prevents  an  employer  from  favoring  one  small 
group  of  participants  over  another  by,  for  example,  covering  them  under  two  separate  plans 
and  funding  one  plan  better  than  the  other. 

Reasons  for  Change 

As  applied  to  defined  contribution  plans,  the  minimum  participation  rule  adds 
complexity  for  employers  without  delivering  commensurate  benefits  to  the  system. 

•  The  50-employee/40%  rule  currently  acts  as  a  largely  redundant  backstop  to  the 
nondiscrimination  rules  designed  to  prevent  qualified  retirement  plans  from  unduly 
favoring  the  top  group  of  employees.    Since  1986,  when  the  minimum  participation 
rule  was  enacted,  other  nondiscrimination  provisions  have  further  limited  the  potential 
for  discriminatory  practices  that  originally  caused  the  minimum  participation  rule  to 
be  applied  to  plans  other  than  individual  defined  benefit  plans. 

•  Defined  contribution  plans  are  generally  fully  funded  and,  therefore,  there  is  no  risk 
thai  an  employer  will  favor  participants  in  one  plan  over  participants  in  another  by 
providing  more  favorable  funding. 

Thus,  the  abuses  intended  to  be  addressed  by  the  minimum  participation  requirement 
arc  unlikely  to  arise  in  the  context  of  defined  contribution  plans.    This  requirement  adds 
unnecessary  administrative  burden  and  complexity  with  respect  to  these  plans. 

Proposal 

The  minimum  participation  rule  would  be  repealed  for  defined  contribution  plans. 
This  provision  would  be  effective  for  plan  years  beginning  after  December  31,  1995. 


Revenue  Estimate  (in  millions  of  dollars) 

Fiscal  Years 

1995       1996       1997'      1998       1999       2000         Total 

Repeal  minimum  0  -4  -6  -6  -6  -6  -28 

participation  rule  for  DC 

plans 
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DEFINITION  OF  LEASED  EMPLOYEE 
Current  Law 

Individuals  who  are  "leased  employees"  of  a  service  recipient  are  considered  to  be 
employees  of  that  recipient  for  all  qualified  retirement  plan  purposes.    A  "leased  employee" 
is  any  person  who  is  not  a  common-law  employee  of  the  recipient  and  who  provides  services 
to  the  recipient  if  (1)  the  services  are  provided  pursuant  to  an  agreement  between  the 
recipient  and  the  employer  of  the  service  prdvider,  (2)  the  person  has  performed  the  services 
for  the  recipient  on  a  substantially  full-time  basis  for  at  least  one  year,  and  (3)  the  services 
are  of  a  type  historically  performed,  in  the  business  field  of  the  recipient,  by  employees. 

Reasons  for  Change 

The  historically  performed  standard  produces  many  unintended  and  inappropriate 
results.    For  example,  under  this  standard,  employees  and  partners  of  a  law  firm  could  be 
leased  employees  of  a  client  of  the  firm  if  they  work  a  sufficient  number  of  hours  for  the 
client  and  it  is  not  unusual  for  employers  in  the  client's  business  to  have  in-house  counsel. 

Proposal 

The  "historically  performed"  test  would  be  replaced  by  a  test  that  considers  whether 
the  services  performed  for  the  recipient  are  performed  under  significant  direction  or  control 
by  the  recipient. 

This  provision  would  generally  be  effective  for  years  beginning  after  December  31, 
i995.    The  provision  would  not  apply  to  relationships  that  have  been  previously  determined 
b\  an  IRS  ruling  not  to  involve  leased  employees. 

Rf>cniic  F.slimnte  (in  millions  of  dollars) 

Fiscal  Years 

1995       1996       1997       1998       1999       2000         Total 

Treatment  of  leased  0  -1  -2  -2  -2  -2  -9 

employees 
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REPEAL  OF  SLOWER  VESTING  SCHEDULE  FOR  MULTIEMPLOYER  PLANS 

Current  Law 

The  accrued  benefits  of  a  collectively  bargained  employee  under  a  multiemployer 
pension  plan  are  not  currently  required  to  become  nonforfeitable  (i.e.,  "vested")  until  the 
employee  has  completed  10  years  of  service.    If  the  employee's  employment  terminates 
before  then,  all  benefits  can  be  lost.    Accrued  benefits  of  all  other  employees  (i.e., 
employees  under  all  non-multiemployer  plans  and  any  noncollectively  bargained  employtes 
under  a  multiemployer  plan)  must  vest  after  five  years  of  service,  or  after  seven  years  if 
partial  vesting  begins  after  three  years. 

Reasons  for  Change 

The  10-year  vesting  schedule  for  multiemployer  plans  adds  to  the  complexity  of  the 
pension  law  by  providing  different  vesting  schedules  for  different  types  of  plans  and  for 
different  people  covered  by  the  same  plan.    In  addition,  conforming  the  multiemployer  plan 
vesting  rules  to  the  vesting  rules  for  other  plans  would  ensure  that  workers  covered  by 
multiemployer  plans  would  become  entitled  to  pension  benefits  on  the  same  basis  as  workers 
covered  by  other  plans. 

Proposal 

The  special  10-year  vesting  rule  applicable  to  multiemployer  plans  would  be  repealed. 

This  provision  would  be  effective  for  plan  years  beginning  on  or  after  the  earlier  of 
(I)  the  later  of  January  1,  1996,  or  the  date  on  which  the  last  of  the  collective  bargaining 
agreements  pursuant  to  which  the  plan  is  maintained  terminates,  or  (2)  January  1,  1998,  with 
ruspect  to  participants  who  have  at  least  one  hour  of  service  after  the  effective  date. 

ReNcniie  Estimate  (in  millions  of  dollars) 


Elimination  of  special 
sesimg  schedule  for 
multiemployer  plans 


Fiscal  Years 

995 

1996 

1997        1998 

1999 

2000 

Total 

0 

0 

-33          -48 

-40 

-25 

-146 

21-185  -  96 
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PARTUL  TERMINATION  RULES  FOR  MULTIEMPLOYER  PLANS 
Current  Law 

When  a  qualified  employer  retirement  plan  is  terminated,  all  plan  participants  are 
required  to  become  100%  vested  in  their  accrued  benefits  to  the  extent  those  benefits  are 
funded.    In  order  to  prevent  an  employer  from  evading  this  rule  simply  by  amending  the  plan 
to  exclude  nonvested  employees  or  by  laying  off  nonvested  employees  before  terminating  the 
plan,  a  qualified  employer  retirement  plan  must  also  provide  that,  upon  a  "partial 
termination,"  all  affected  employees  must  become  100%  vested  in  their  benefits  accrued  to 
the  date  of  the  termination,  to  the  extent  the  benefits  are  funded. 

Whether  a  partial  termination  has  occurred  in  a  particular  situation  is  generally  based 
on  the  specific  facts  and  circumstances  of  that  situation,  including  the  exclusion  from  the 
plan  of  a  group  of  employees  who  have  previously  been  covered  by  the  plan,  by  reason  of  a 
plan  amendment  or  severance  by  the  employer.    In  addition,  if  a  defined  benefit  plan  stops  or 
reduces  future  benefit  accruals  under  the  plan,  a  partial  termination  is  deemed  to  occur  if,  as  - 
a  result,  a  potential  reversion  of  plan  assets  to  the  employer  is  created  or  increased. 

Reasons  for  Change 

Over  the  years,  court  decisions  have  left  unanswered  many  key  questions  as  to  how  to 
apply  the  partial  termination  rules.    Accordingly,  applying  the  rules  can  often  be  difficult  and 
uncertain,  especially  for  multiemployer  plans.    For  example,  multiemployer  plans  experience 
frequent  fluctuations  in  participation  levels  caused  by  the  commencement  and,  completion  of 
projects  that  involve  significant  numbers  of  union  members.    Many  of  these  terminated 
participants  are  soon  rehired  for  another  project  that  resumes  their  active  coverage  under  the 
plan.    In  addition,  it  is  common  for  participants  leaving  one  multiemployer  plan's  coverage 
to  maintain  serN'ice  credit  under  a  reciprocal  agreement  if  they  move  to  the  coverage  of 
another  plan  sponsored  by  the  same  union.    As  a  result,  these  participants  do  not  suffer  the 
mierruption  of  their  progress  along  the  plan's  vesting  schedule  that  ordinarily  occurs  when  an 
employee  slops  being  covered  by  a  plan.    Given  these  factors,  and  the  related  proposal  to 
require  multiemployer  plans  to  vest  participants  after  five  (instead  of  the  current  10)  years  of 
service,  the  difficulties  associated  with  applying  the  partial  termination  rules  to 
multiemployer  plans  outweigh  the  benefits. 

Proposal 

The  requirement  that  affected  participants  become  100%  vested  in  their  accrued 
benefits  (to  the  extent  funded)  upon  the  partial  termination  of  a  qualified  employer  retirement 
plan  would  be  repealed  with  respect  to  multiemployer  plans. 

This  proposal  would  be  effective  for  partial  terminations  that  begin  on  or  after 
January  1,  1996. 

Revenue  Estimate  (in  millions  of  dollars) 

Fiscal  Years 

1995        1996       1997       1998       1999       2000         Total 

Repeal  partial  termination         •*••••  » 

rules  for  multiemployer 

plans 

*  =  revenue  loss  of  less  than  $500,000 
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DEDUCTION  AND  ACTUARIAL  VALUATION  RULES  FOR 
MULTIEMPLOYER  PLANS 

Current  Law 

An  employer's  annual  deduction  for  contributions  to  a  defined  benefit  plan  is 
generally  limited  to  the  amount  by  which  150%  of  the  plan's  current  liability  (or,  if  less, 
100%  of  the  plan's  accrued  liability)  exceeds  the  value  of  the  plan's  assets.    The  150%-of- 
current-liability  limit  restricts  the  extent  to  Which  an  employer  can  deduct  contributions  for 
liabilities  that  have  not  yet  accrued. 

Defined  benefit  plans  are  required  to  have  an  actuarial  valuation  no  less  frequently 
than  annually. 

Reasons  for  Change 

An  employer  has  little,  if  any,  incentive  to  make  "excess"  contributions  to  a 
multiemployer  plan.    The  amount  an  employer  contributes  to  a  multiemployer  plan  is  fixed 
by  the  collective  bargaining  agreement,  and  a  particular  employer's  contributions  are  not  set 
aside  to  pay  benefits  solely  to  the  employees  of  that  employer.    Moreover,  no  reversions  are 
permitted  from  multiemployer  plans. 

Proposal 

Because  the  150%  limit  on  deductible  contributions  unnecessarily  complicates  the 
deduction  rules  for  multiemployer  plans,  the  150%  limit  would  be  eliminated  for  those  plans. 
Therefore,  the  annual  deduction  for  contributions  to  a  multiemployer  plan  would  be  limited 
to  the  amount  by  which  the  plan's  accrued  liability  exceeds  the  value  of  the  plan's  assets. 

Under  the  proposal,  actuarial  valuations  would  be  required  no  less  frequently  than 
every  three  years  for  multiemployer  plans. 

These  provisions  would  be  effective  for  years  beginning  after  December  31,  1995. 


Revenue  Estimate  (in  millions  of  dollars) 


Fiscal  Years 

1995 

1996 

1997       1998 

0 

-6 

-8           -8 

1999       2000         Total 

Full  funding  limitation  for        0  -6  -8  -8  -8  -8  -38 

multiemployer 

plans/triennial  valuations 
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COMBINED  PLAN  LIMIT  ON  CONTRIBUTIONS  AND  BENEHTS 
Current  Law 

An  employee  who  participates  in  a  qualified  defined  benefit  plan  and  a  qualified 
defined  contribution  plan  of  the  same  employer  must  currently  satisfy  a  combined  plan  limit. 
This  limit  is  satisfied  if  the  sum  of  the  "defined  benefit  fraction"  and  the  "defined 
contribution  fraction"  is  no  greater  than  1.0. 

The  defined  benefit  fraction  measures  the  portion  of  the  maximum  permitted  defined 
benefit  that  the  employee  actually  uses.    The  numerator  is  the  projected  normal  retirement 
benefit,  and  the  denominator  is  generally  the  lesser  of  125%  of  the  dollar  limitation  for  the 
year  ($120,000  for  1995),  or  140%  of  the  employee's  average  compensation  for  the  three 
years  of  employment  in  which  the  employee's  average  compensation  was  highest. 

The  defined  contribution  fraction  measures  the  portion  that  the  employee  actually  uses 
of  the  maximum  permitted  contributions  to  a  defined  contribution  plan  for  the  employee's 
entire  career  with  the  employer.    The  numerator  is  generally  the  total  of  the  contributions 
and  forfeitures  allocated  to  the  employee's  account  for  each  of  the  employee's  years  of 
service  with  the  employer.    The  denominator  is  the  sum  of  a  calculated  value  for  each  of 
those  years  of  service.    The  calculated  value  is  the  lesser  of  125%  of  the  dollar  limitation  for 
that  year  of  service  ($30,000  for  1995),  or  35%  of  the  participant's  compensation.    Because 
of  the  historical  nature  of  this  fraction,  its  computation  is  extremely  cumbersome  and 
requires  the  retention  of  various  data  for  an  employee's  entire  career. 

The  combined  plan  limit  is  not  the  only  Code  provision  that  safeguards  against  an 
individual  accruing  excessive  retirement  benefits  on  a  tax-favored  basis.    There  are  maximum 
hmits  for  both  defmed  benefit  and  defined  contribution  plans.    In  addition,  a  15%  "excess 
disinbuiion"  penalty  was  enacted  in  1986  to  achieve  many  of  the  same  goals  as  the  combined 
plan  limit.    A  distribution  is  generally  considered  an  "excess  distribution"  to  the  extent  all 
distributions  lo  an  individual  from  all  of  the  individual's  qualified  employer  plans  and  IRAs 
exceed  $150,000  during  a  calendar  year.    The  limit  is  $750,000  for  a  lump  sum  distribution. 
Excess  distributions  made  after  death  are  subject  to  an  additional  estate  tax  of  15%.    Other 
rules  also  protect  against  excessive  benefits. 

RtMsons  for  Change 

Because  other  provisions  of  the  Code,  such  as  the  excise  tax  on  excess  distributions, 
go  far  touard  ensunng  that  an  individual  cannot  accrue  excessive  retirement  benefits  on  a 
tax-favored  basis,  the  complexity  of  the  combined  plan  limit  is  not  justified. 

Proposnl 

The  combined  plan  limit  (Code  section  415(e))  would  be  repealed. 

This  provision  would  be  effective  for  years  beginning  after  December  31,  1995. 

Revenue  Estimate  (in  millions  of  dollars) 


Fiscal  Years 

1995 

1996 

1997        1998 

1999 

2000 

Total 

Repeal  415(e)  combined 

0 

-100 

-147        -153 

-159 

-165 

-724 

limit 
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SEMPLIFLED  CONTRIBUTION  AND  BENEFIT  LIMITS  FOR 
GOVERNMENTAL  PLANS  AND  MULTIEMPLOYER  PLANS 

Current  Law 

Annual  additions  to  a  defined  contribution  plan  for  any  participant  are  limited  to  the 
lesser  of  $30,000  (for  1995)  or  25%  of  compensation.    Annual  benefits  payable  under  a 
defined  benefit  plan  are  limited  to  the  lesser  of  $120,000  (for  1995)  or  100%  of  "three-year- 
high  average  compensation."    If  benefits  under  a  defined  benefit  plan  begin  before  social 
security  retirement  age,  the  dollar  limit  must  be  reduced.    Reductions  in  the  dollar  or 
percentage  limit  may  also  be  required  if  the  employee  has  fewer  than  10  years  of  plan 
participation  or  service.    Certain  special  rules  apply  to  governmental  plans. 

Reasons  for  Change 

These  qualified  plan  limitations  are  uniquely  burdensome  for  governmental  plans, 
which  have  long-established  benefits  structures  and  practices  that  may  confiict  with  the 
limitations.    In  addition,  some  state  constitutions  may  significantly  restrict  the  ability  to  make 
the  changes  needed  to  conform  the  plans  to  these  limitations. 

These  limitations  also  present  problems  for  many  multiemployer  plans.    These  plans 
typically  base  benefits  on  years  of  credited  service,  not  on  a  participant's  compensation.    In 
addition,  the  100%-of-compensation  limit  is  based  on  an  employee's  average  compensation 
for  the  three  highest  consecuiive  years.    This  rule  often  produces  an  artificially  low  limit  for 
employees  \n  certain  industries,  such  as  building  and  construction,  where  wages  vary 
significantly  from  year  to  year. 

Pinposal 

The  rules  for  governmental  plans  and  multiemployer  plans  would  be  modified  to 
eliminate  the  100%-of-compensation  limit  (but  not  the  $120,000  limit)  for  such  plans,  and  to 
exempt  certain  survivor  and  disability  benefits  from  the  adjustments  for  early  commencement 
and  for  participation  and  service  of  less  than  10  years.    In  addition,  certain  employee  salary 
reduction  contributions  could  be  counted  as  "compensation"  for  purposes  of  applying  the 
limitations  on  benefits  and  contributions.    To  the  extent  that  governmental  employers  have 
previously  made  elections  that  would  prevent  them  from  utilizing  these  simplification 
provisions,  the  proposal  would  allow  those  employers  to  revoke  their  elections. 

These  provisions  would  be  effective  for  years  beginning  after  December  31,  1995. 
Governmental  plans  would  be  treated  as  if  in  compliance  with  the  requirements  of  section 
415  for  years  beginning  before  January  1,  1996. 


Revenue  Estimate  (in  millions  of  dollars) 


Fiscal  Years 

1995 

1996 

1997 

199$ 

1999 

2000 

Tpt^ 

Simplify  415  limits  for 

0 

-2 

-3 

-3 

-3 

-3 

-14 

governmental  plans 

Simplify  415  limits  for 

0 

-3 

-5 

-5 

-6 

-6 

-25 

multiemployer  plans 
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EXCESS  BENEHT  PLANS  OF  GOVERNMENTS 
AND  TAX-EXEMPT  ORGANIZATIONS 

Current  Law 

The  amount  of  reasonable  compensation  that  may  be  provided  to  an  employee  under  a 
nonqualified  deferred  compensation  arrangement  maintained  by  a  for-profit  organization 
generally  is  not  subject  to  any  limitation.    In  addition,  such  deferred  compensation  is  not 
taxable  to  the  employee  until  it  is  paid  or  otherwise  made  available  to  the  employee  to  draw 
upon  at  any  time. 

With  few  exceptions,  nonqualified  deferred  compensation  arrangements  maintained  by 
state  and  local  governments  and  tax-exempt  organizations  are  subject  to  special,  more 
restrictive  rules  under  section  457  of  the  Code.    First,  the  amount  deferred  for  any 
participant  under  such  arrangements  generally  must  be  limited  to  $7,500  per  year.    Second, 
if  this  dollar  limit  and  other  restrictions  are  not  satisfied,  the  deferred  compensation  is  taxed 
to  the  participant  in  the  first  taxable  year  in  which  the  compensation  is  not  subject  to  a 
substantial  risk  of  forfeiture,  even  if  the  compensation  is  not  paid  or  otherwise  made 
available  to  the  participant  until  a  later  date. 

An  "excess  benefit  plan"  is  a  nonqualified  deferred  compensation  plan  maintained  by 
an  employer  solely  for  the  purpose  of  providing  benefits  for  certain  employees  in  excess  of 
the  limitations  on  annual  contributions  and  benefits  imposed  by  section  415  of  the  Code  (i.e., 
the  lesser  of  $30,000  or  25%  of  compensation  for  a  defined  contribution  plan,  and  the  lesser 
of  5120,000  or  100%  of  compensation  for  a  defined  benefit  plan).    If  an  employee's  qualified 
plan  contributions  or  benefits  exceed  these  limits,  an  excess  benefit  plan  may  provide  the 
excess  contributions  or  benefits  on  a  nonqualified  basis. 

Rciisons  for  Chnnge 

An  excess  benefit  plan  provides  to  certain  employees  -  those  whose  contributions  or 
benefits  are  reduced  by  the  section  415  limits  -  contributions  or  benefits  that  are  already 
provided  to  other  employees  under  a  qualified  plan.   Even  though  an  excess  benefit  plan  does 
not  provide  management  employees  with  disproportionately  higher  benefits  than  those 
provided  to  lower  paid  employees,  the  restrictions  of  section  457  still  apply  to  such  a  plan  if 
It  IS  maintained  by  a  state  and  local  government  or  tax-exempt  organization.    These 
employers  are  therefore  at  a  disadvantage  in  attempting  to  provide  all  employees  with 
proportionate  contributions  or  benefits. 

Proposnl 

The  proposal  would  exempt  excess  benefit  plans  of  state  and  local  governments  and 
tax-exempt  organizations  from  section  457.    The  exemption  would  not  apply  to  an  excess 
benefit  plan  that  also  provided  benefits  in  excess  of  qualified  plan  limitations  other  than  the 

section  415  limits. 

This  provision  would  be  effective  for  years  beginning  after  December  31,  1995. 
Revenue  Elstimate  (in  millions  of  dollars) 


Fiscal  Years 

1995 

1996 

1997       1998 

1999 

2000 

Tota 

Allow  tax-exempt 

0 

-3 

-5           -5 

-5 

-5 

-23 

organizations  and  state 

and  local  governments  to 

' 

provide  excess  benefit 

plans 
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COMMENCEMENT  OF  MINIMUM  DISTRIBUTIONS  BEFORE  RETIREMENT 

Current  Law 

Under  current  law,  an  employee  who  participates  in  a  qualified  employer  retirement 
plan  must  begin  taking  distributions  of  his  or  her  benefit  by  the  April  i  following  the  year  in 
which  he  or  she  reaches  age  70  1/2.    Generally,  the  so-called  "minimum  distribution"  for 
any  year  is  determined  by  dividing  the  employee's  account  balance  or  accrued  benefit  by  the 
employee's  life  expectancy  as  of  that  year. 

Reasons  for  Change 

If  the  employee  is  still  working  and  accruing  new  benefits  at  age  70  1/2,  the  new 
benefits  must  be  taken  into  account  to  determine  the  minimum  amount  required  to  be 
distributed  for  the  same  year.    In  effect,  a  portion  of  each  year's  new  benefit  accrual  is 
required  to  be  distributed  in  the  same  year.    This  almost  simultaneous  pattern  of 
contributions  and  required  distributions  causes  considerable  complication  and  confusion. 

Proposal 

The  requirement  to  distribute  benefits  before  retirement  would  be  eliminated,  except 
for  employees  who  own  more  than  5%  of  the  employer  that  sponsors  the  plan.    Instead, 
distributions  would  have  to  begin  by  the  April  1  following  the  laier  of  the  year  in  which  the 
employee  reached  age  70  1/2  or  the  year  in  which  the  employee  retired  from  service  with  the 
employer  maintaining  the  plan.    If  payment  of  an  employee's  benefits  were  delayed  past  age 
70  1/2  pursuant  to  this  rule,  the  benefits  ultimately  paid  at  retirement  would  have  to  be 
nciuanally  adjusted  to  take  into  account  the  delay  in  payment.    Without  this  adjustment,  the 
delay  m  payment  could  cause  the  employee  to  "lose"  the  benefit  payments  that  would 
oilicrwise  have  been  paid  between  age  70  1/2  and  retirement.    The  actuarial  adjustment  rule 
and  the  5^  owner  rule  would  not  apply  to  a  governmental  plan  or  a  church  plan. 

The  age  70  1/2  requirement  would  continue  to  apply  to  IRAs.    Because  an  IRA  is  not 
mamtamed  by  an  employer,  the  initial  payment  date  for  an  IRA  cannot  be  tied  to  retirement 
from  the  employer  maintaining  the  plan.    (Note:  This  proposal  includes  a  separate  item  that 
uould  change  the  age-70  1/2  rule  to  an  age-70  rule.) 

These  provisions  would  generally  be  effective  for  years  beginning  after  December  31, 
1995. 

Revenue  Estimate  (in  millions  of  dollars) 


1999       2000 


Fiscal  Years 

1995 

1996 

1997       1998 

Age  70  1/2  mmimum 

0 

-6 

-8           -8 

distribution  requirement 
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SIMPLIFY  TAXATION  OF  ANNUITY  DISTRIBUTIONS 
Current  Law 

If  an  employee  makes  after-tax  contributions  to  a  qualified  employer  retirement  plan 
or  IRA,  those  contributions  (i.e.,  the  employee's  "basis")  are  not  taxed  upon  distribution. 
When  the  plan  distributions  are  in  the  form  of  an  annuity,  a  portion  of  each  payment  is 
considered  nontaxable  basis.    This  nontaxable  portion  is  determined  by  multiplying  the 
distribution  by  an  exclusion  ratio.    The  exclusion  ratio  generally  is  the  employee's  total  after- 
tax contributions  divided  by  the  total  expected  payments  under  the  plan  over  the  term  of  the 
annuity. 

Reasons  for  Change 

The  determination  of  the  total  expected  payments,  which  is  based  on  the  type  of 
annuity  being  paid,  often  involves  complicated  calculations  that  are  difficult  for  the  average 
plan  participant.    Yet  the  burden  of  determining  the  exclusion  ratio  almost  always  falls  on  the 
individual  receiving  the  distribution. 

Because  of  the  difficulty  an  individual  may  face  in  calculating  the  exclusion  ratio,  and 
in  applying  other  special  tax  rules  that  may  be  applicable,  the  IRS  in  1988  provided  a 
simplified  alternative  method  for  determining  the  nontaxable  portion  of  an  annuity  payment. 
However,  this  alternative  has  effectively  added  to  the  existing  complexity  because  taxpayers 
feel  compelled  to  calculate  the  nontaxable  portion  of  their  payments  under  every  possible 
method  m  order  to  ensure  that  they  maximize  the  nontaxable  portion. 

Proposal 

A  simplified  method  for  determining  the  nontaxable  portion  of  an  annuity  payment, 
similar  to  the  current  simplified  alternative,  would  become  the  required  method.    Taxpayers 
would  no  longer  be  compelled  to  do  calculations  under  multiple  methods  in  order  to 
determine  the  most  advantageous  approach. 

Under  the  simplified  method,  in  most  cases,  the  portion  of  an  annuity  payment  that 
would  be  nontaxable  is  generally  equal  to  the  employee's  total  after-tax  employee 
contributions,  divided  by  the  number  of  anticipated  payments  listed  in  a  table  (based  on  the 
employee's  age  as  of  the  annuity  starting  date). 

This  provision  would  be  effective  with  respect  to  annuity  starting  dates  after 
December  31,  1995. 


Revenue  Estimate  (in  millions  of  dollars) 


Simplified  method  for 
taxing  annuity 
distributions 


Fiscal  Years 

1995 

1996 

1997        1998 

1999 

2000 

Total 

0 

12 

19           21 

22 

23 

97 
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UNIFORM  EVFORNUTION  REPORTING  PENALTIES 

Current  Law 

The  penalty  structure  fcr  failure  to  provide  information  reports  with  respect  to 
pension  payments  is  currently  separate  and  different  from  the  penalty  structure  that  applies  to 
information  reporting  in  other  areas.    The  penalty  for  failure  to  file  a  Form  1099-R  is 
currently  $25  per  day  per  return,  up  to  a  maximum  of  $15,000  per  year  per  return.    The 
penalty  for  failure  to  file  Form  5498  is  currently  a  flat  $50  per  return,  with  no  maximum, 
regardless  of  the  number  of  returns. 

In  contrast,  the  penalty  for  failure  to  file  any  other  information  return  is  generally  $50 
per  return  up  to  $250,000  per  year,  with  lower  penalties  and  maximums  if  the  return  is  filed 
within  specified  times.    (The  penalty  is  $15  per  return  filed  late  but  within  30  days  and  $30 
per  return  filed  late  but  on  or  before  August  1.)   Lower  maximums  also  apply  to  persons 
with  gross  receipts  of  no  more  than  $5  million.   The  penalty  for  failure  to  furnish  a  payee 
statement  is  $50  per  payee  statement  up  to  $100,000  per  year.    Separate  penalties  apply  in 
the  case  of  intentional  disregard  of  the  requirement  to  furnish  a  payee  statement. 

Reasons  for  Change 

Conforming  the  information  reporting  penalties  that  apply  with  respect  to  pension 
payments  to  the  general  information  reporting  penalty  structure  would  simplify  the  overall 
penalty  structure  by  providing  uniformity  and  would  provide  more  appropriate  penalties  with 
respect  to  pension  payments. 

I'lciposal 

The  penalties  for  failure  to  provide  information  reports  with  respect  to  pension 
payments  would  be  conformed  to  the  general  penalty  structure.    Thus,  the  penalty  for  failure 
10  file  Form  1099-R  would  generally  be  reduced  (i.e.,  for  any  return  that  was  late  by  more 
than  two  days).    The  penalty  for  failure  to  file  Form  5498  would  generally  remain  the  same 
as  under  current  law,  but  would  no  longer  be  unlimited.    In  addition,  for  both  Form  1099-R 
and  Form  5498,  the  penalties  would  be  reduced  if  the  forms  were  filed  late  but  within 
specified  times. 

This  provision  would  apply  to  returns  and  statements  for  which  the  due  date 
(determined  without  regard  to  extensions)  is  after  December  31,  1995. 

Re\cime  Estimate  (in  millions  of  dollars) 


Uniform  information 
reporting  penalties 


Fiscal  Years 

995 

1996 

1997        1998 

1999 

2000 

Total 

0 

0 

0             0 

0 

0 

0 
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ERISA  SUMMARY  PLAN  DESCRIPTION  FILING  REQUIREMENTS 

Current  Law 

Under  ERISA,  administrators  of  employee  pension  and  welfare  benefit  plans  are 
required  to  furnish  each  participant  and  beneficiary  with  a  summary  plan  description  (SPD), 
summaries  of  material  modifications  (SMMs)  to  the  SPD  and,  at  specified  intervals,  an 
updated  SPD.    These  documents  must  also  be  filed  with  the  Department  of  Labor  (DOL). 
Filed  SPDs,  SMMs,  and  updated  SPDs  are  Required  to  be  made  available  for  public 
disclosure.    These  requirements  are  administered  by  the  DOL's  Pension  and  Welfare  Benefits 
Administration  (PWBA).    The  SPD  is  intended  to  provide  participants  and  beneficiaries  with 
important  information  concerning  their  plan,  the  benefits  provided  by  the  plan,  and  their 
rights  and  obligations  under  the  plan. 

Reasons  for  Change 

The  primary  purpose  of  having  SPDs  filed  with  the  DOL  is  to  have  them  available  for 
participants  and  beneficiaries  who  are  unable  or  reluctant  to  request  them  from  their  plan 
administrators.    However,  because  SMMs  are  not  required  to  be  filed  with  DOL  until  210 
days  after  the  end  of  the  plan  year,  there  is  little,  if  any,  certainty  that  the  SPD  information 
on  file  with  the  DOL  at  any  given  point  in  time  is  up-to-date. 

PWBA  annually  receives  approximately  250,000  SPD  and  SMM  filings.    Although 
PWBA's  cost  for  maintaining  a  filing,  storage,  and  retrieval  system  for  SPDs  is  relatively 
small,  approximately  $52,000  annually,  compliance  with  the  SPD  filing  requirements  costs 
plan  administrators  approximately  $2.5  million  annually,  with  the  annual  imposition  of  an 
estimated  150,000  burden  hours.    On  average,  PWBA  receives  requests  annually  for  about 
2*^  of  the  filed  SPDs.    Many  of  the  requests  for  SPDs  come  from  researchers  and  others 
\*.ho  are  not  plan  participants  and  beneficiaries.    While  there  is  some  limited  benefit  from  the 
federal  government  receiving  and  storing  SPDs,  the  costs  to  the  public  and  private  plan 
administrators  outweigh  the  benefits.    This  conclusion  is  consistent  with  the  findings  of  the 
National  Performance  Review. 

Proposal 

The  proposal  would  amend  ERISA  to  eliminate  the  requirement  that  all  SPDs  be  filed 
uith  the  DOL,  and  would  authorize  the  DOL  to  obtain  SPDs  from  plan  administrators  for 
purposes  of  responding  to  individual  SPD  requests  or  monitoring  compliance  with  the  SPD 
requirements.    This  approach  would  substantially  reduce  costs  and  burdens  for  public  and 
private  plan  administrators,  while  preserving  the  ability  of  the  DOL  to  assist  participants  who 
are  unable  or  reluctant  to  request  SPDs  from  their  plan  administrators. 

This  provision  would  be  effective  for  SPDs  that  otherwise  would  be  required  to  be 
filed  with  the  DOL  on  or  after  the  date  of  enactment. 


237 


PBGC  MISSING  PARTICIPANT  PROGRAM 

Current  Law 

When  a  qualified  employer  retirement  plan  is  terminated,  there  may  be  plan 
participants  who  cannot  be  located  after  a  search.    If  the  plan  is  a  defined  benefit  plan 
covered  by  the  PBGC,  the  plan  administrator  must  generally  distribute  plan  assets  by 
purchasing  irrevocable  commitments  from  an  insurer  to  satisfy  all  benefit  liabilities.    If  the 
plan  is  a  defined  contribution  plan  or  other  plan  not  covered  by  the  PBGC,  plan  assets  still 
must  be  distributed  to  participants  before  the  plan  is  considered  terminated. 

Because  of  the  problems  that  plan  administrators  and  panicipants  may  face  under 
these  rules  when  plan  participants  cannot  be  located,  the  Retirement  Protection  Act  (RPA), 
enacted  as  part  of  the  legislation  implementing  the  General  Agreement  on  Tariffs  and  Trade 
(GATT)  in  1994,  provided  special  rules  for  the  payment  of  benefits  with  respect  to  missing 
participants  under  a  terminating  plan  covered  by  the  PBGC.   The  rules  require  the  plan 
administrator  to  (1)  transfer  the  missing  participant's  designated  benefit  to  the  PBGC  or 
purchase  an  annuity  from  an  insurer  to  satisfy  the  benefit  liability,  and  (2)  provide  the  PBGC 
with  such  information  and  certifications  with  respect  to  the  benefits  or  annuity  as  the  PBGC 
may  specify.    These  rules  will  be  effective  after  final  regulations  to  implement  them  are 
adopted  by  the  PBGC. 

Reasons  for  Change 

As  currently  enacted,  these  RPA  rules  would  apply  only  to  defined  benefit  plans  that 
are  covered  by  PBGC.    Yet  other  defined  benefit  plans,  as  well  as  defined  contribution  plans, 
face  similar  problems  when  they  terminate  and  cannot  locate  missing  participants. 

t*roposnl 

The  PBGC's  program  for  missing  participants  would  be  expanded  to  defined  benefit 
plans  (other  than  governmental  plans)  not  covered  by  the  PBGC  and  to  defined  contribution 
plans  (other  than  governmental  plans).    This  would  provide  employers  with  a  uniform 
method  of  dealmg  with  missing  participants,  and  would  provide  missing  participants  with  a 
central  repository  location  for  locating  their  benefits  once  a  plan  has  been  terminated. 

This  provision  would  be  effective  with  respect  to  distributions  that  occur  after  final 
regulations  implementing  the  provision  are  adopted  by  the  PBGC. 
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ELIMINATION  OF  HALF-YEAR  REQUIREMENTS 


Current  Law 


In  general,  distributions  from  qualified  employer  plans  and  IRAs  prior  to  age  59  1/2 
are  subject  to  a  10%  penalty.    In  addition,  under  certain  plans  (such  as  section  401(k)  plans), 
distributions  before  age  59  1/2  are  generally  prohibited.    Minimum  distributions  from  IRAs 
and  qualified  employer  plans  are  required  to  begin  after  attainment  of  age  70  1/2.    (Note: 
This  proposal  includes  a  separate  item  that  Would  eliminate  the  requirement  that  distributions 
from  qualified  employer  plans  begin  by  age  70  1/2  for  employees,  other  than  more-than-5% 
owners,  who  have  not  yet  retired.) 

Reasons  for  Change 

Requirements  based  on  half  years  are  not  as  simple  to  apply  or  communicate  as 
requirements  based  on  whole  years,  and  may  lead  to  confusion  as  to  when  distributions  to 
IRA  and  qualified  plan  participants  must  commence  and  when  distributions  may  be  subject  to 
penalty.    The  exact  date  on  which  an  individual  reaches  age  59  1/2  or  age  70  1/2  may  not  be 
readily  apparent,  whereas  everyone  knows  his  or  her  date  of  birth.    In  addition,  an 
employee's  date  of  birth  is  included  in  plan  and  employer  records. 

Proposal 

To  simplify  these  provisions,  all  references  to  age  59  1/2  would  be  changed  to  age 
59,  and  all  references  to  age  70  1/2  would  be  changed  to  age  70. 

These  provisions  would  be  effective  for  years  beginning  after  December  31,  1995. 

Revenue  Estimate  (in  millions  of  dollars) 


Eliminnic  half-year 
rcquiremenis 


Fiscal  Years 

995 

1996 

1997        1998 

1999 

2000 

Total 

0 

31 

17            5 

6 

7 

66 
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DISABLED  EMPLOYEES 

Current  Law 

An  employer  may  elect  to  continue  making  deductible  contributions  to  a  defined 
contribution  plan  on  behalf  of  permanently  and  totally  disabled  employees  who  are  not  highly 
compensated. 

Reasons  for  Change 

Contributions  for  disabled  employees  should  be  encouraged.    In  addition, 
contributions  should  be  allowed  for  highly  compensated  disabled  employees,  as  well  as  for 
nonhighly  compensated  disabled  employees,  if  the  contributions  are  provided  on  a 
nondiscriminatory  basis. 

Proposal 

In  order  to  simplify  the  rules  for  permanently  and  totally  disabled  workers  and  to 
encourage  contributions  for  those  disabled  workers,  an  employer  would  not  have  to  make  an 
election  in  order  to  make  contributions  for  disabled  employees,  and  plans  would  generally  be 
allowed  to  provide  for  contributions  for  disabled  highly  compensated  employees,  as  well  as 
for  disabled  nonhighly  compensated  employees. 

This  provision  would  apply  to  years  beginning  after  December  31,  1995. 

Revenue  Estimate  (in  millions  of  dollars) 

Fiscal  Years 

1995        1996        1997        1998        1999       2000         Total 

Contributions  on  behalf  of        0  -3  -4  -4  -4  -4  -19 

disabled  employees 
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REVERSIONS  FOR  GOVERNMENT  CONTRACTORS 


Current  Law 


If  a  pension  plan  terminates  and  "excess  assets"  revert  back  to  the  employer,  that 
reversion  is  subject  to  an  excise  tax  as  high  as  50%.    However,  certain  government 
contracting  regulations  require  that  a  portion  of  any  reversion  from  a  plan  maintained  by  a 
government  contractor  be  paid  to  the  United  States.   The  portion  paid  to  the  United  States  is 
nevertheless  subject  to  the  reversion  excise  tix. 

Reasons  for  Change 

Because  the  excise  tax  was  intended  to  apply  only  to  amounts  received  by  the 
employer,  it  should  not  apply  to  amounts  paid  to  the  United  States  instead  of  the  employer. 
Otherwise,  government  contractors  that  face  plan  terminations  may  experience  unintended 
and  unreasonably  high  costs. 

Proposal 

Amounts  that  are  required  to  be  repaid  to  the  United  States  by  reason  of  the 
applicable  government  contracting  regulations  would  be  exempt  from  the  reversion  excise 
lax. 

This  provision  would  be  effective  on  the  date  of  enactment. 

Revenue  Estimate  (in  millions  of  dollars) 


Employer  reversions 
required  by  contract  to  be 
paid  to  the  U.S. 


Fiscal  Years 

1995 

1996 

1997        1998 

1999 

2000 

Total 

0 

0 

0             0 

0 

0 

0 
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CHURCH  PLAN  STATUS  UNDER  ERISA 

Current  Law 

An  employer  retirement  plan  that  satisfies  the  definition  of  a  "church  plan"  under 
ERISA  is  generally  exempt  from  Title  I  of  ERISA.    An  employer  retirement  plan  that 
satisfies  a  very  similar  definition  of  a  "church  plan"  under  the  Internal  Revenue  Code  is 
exempt  from  certain  current  Code  requirements,  such  as  current-law  minimum  coverage  and 
vesting.    However,  under  the  Code,  a  church"  plan  can  make  an  election  to  be  subject  to  these 
requirements.    A  plan  that  makes  such  an  election  is  no  longer  exempt  from  ERISA. 

Reasons  for  Change 

As  a  result  of  these  rules,  a  plan  that  wishes  to  be  sure  of  its  status  as  a  church  plan 
must  currently  seek  both  a  private  letter  ruling  from  the  IRS  (which  requires  a  user  fee)  and 
an  advisory  opinion  from  the  DOL.  The  DOL  begins  its  review  only  after  the  plan  obtains  a 
private  letter  ruling  from  the  IRS.    However,  despite  the  similarity  of  the  ERISA  and  Code 
definitions  of  "church  plan,"  there  is  room  for  disagreement  between  the  DOL  and  the  IRS. 
If  the  DOL  requires  a  church  plan  to  be  modified  in  order  to  satisfy  the  ERISA  definition, 
the  plan  may  be  required  to  obtain  another  private  letter  ruling  (and  pay  another  user  fee) 
regarding  the  status  of  the  modified  plan. 

Proposal 

ERISA  would  no  longer  provide  a  separate  definition  of  "church  plan."    Instead, 
ERISA  would  provide  that  a  plan  that  satisfied  the  definition  of  a  church  plan  contained  in 
\hc  Code  would  be  exempt  from  ERISA. 

This  provision  would  be  effective  on  the  date  of  enactment. 
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DATE  FOR  ADOPTION  OF  PLAN  AMENDMENTS 

Current  Law 

Plan  amendments  that  are  made  to  reflect  amendments  to  the  Internal  Revenue  Code 
must  generally  be  made  by  the  employer's  income  tax  return  due  date  for  the  employer's 
taxable  year  in  which  the  change  in  the  law  occurs. 

Reasons  for  Change 

Plan  sponsors  should  be  given  adequate  time  to  amend  plan  documents  following  the 
enactment  of  legislation  that  requires  plans  to  be  amended. 

Proposal 

In  order  to  ensure  that  plan  sponsors  have  adequate  time  to  amend  plan  documents  for 
the  pension  simplification  provisions,  plan  amendments  required  by  this  proposal  would  not 
be  required  to  be  made  before  the  first  plan  year  beginning  on  or  after  January  1,  1998,  if 
the  plan  were  operated  in  accordance  with  the  applicable  provision  and  the  amendment  were 
retroactive  to  the  effective  date  of  the  applicable  provision. 

This  provision  would  be  effective  on  the  date  of  enactment. 

Revenue  Estimate  (in  millions  of  dollars) 


Dale  for  adoption  of  plan 
amendments 


Fiscal  Years 

1995 

1996 

1997        1998 

1999 

2000 

Total 

0 

0 

0             0 

0 

0 

0 
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Building  Service  Contractops  Association  Intepnational 


10201    LEE  HIGHWAY  .  SUITE  225  •FAIRFAX,  VA  22030  •  703-359-7090  & 


•  FAX  703-352-0493 


September  30,  1995 


The  Honorable  Christopher  Bond 

Chairman 

Senate  Conirdttee  on  Small  Busiess 

428A  Russell  Senate  Office  Building 

Washington,  D.C.  20510  -6350 

Dear  Mr.  Chairman: 

The  Building  Service  Contractors  Association  International  (BSCM)  is 
pleased  to  have  the  opportunity  to  submit  the  enclosed  statenrent  by  our 
President,  Lillian  Lincoln,  CBSE  of  Centennial  One,  Inc. ,  Landover, 
Maryland.  This  statement  is  provided  for  the  written  record  of  the 
Comittee's  hearings  on  "Tax  Issues  Inpacting  Small  Business." 

Of  the  many  issues  addressed  in  your  hearings,  none  has  a  greater  inpact 
on  the  building  service  contracting  industry  then  the  clarification  of  IRS 
rules  classifying  workers.  It  is  for  this  reason  that  our  statement 
addresses  this  issue  only. 

It  is  our  hope   that,  vifaLle  the  ground  swell  of  support  for  resolving  this 
issue  has  been  from  an  independent  contractor's  perspective,  serious 
consideration  must  also  be  given  to  the  inpact  that  such  resolve  will  have 
on  the  arployers,  who  by  law  (current  or  future) ,  must  classify  their 
workers  as  enployees.  We  applaud  the  efforts  of  the  104th  Congress  in 
bringing  this  issue  forward  and  ask  that  a  solution  to  worker 
classification  not  be  at  the  expense  of  one  class  of  workers  versus 
another. 

Should  you  or  other  members  of  the  cannittee  have  any  questions  regarding 
this  statement,  I  hope  you  will  not  hesitate  to  contact  either  Ms.  Lincoln 
or  myself.  BSCAI  would  be  pleased  to  provide  additional  inforrnation  that 
will  contribute  to  a  greater  understanding  of  the  issue  of  worker 
classification  and  its  impact  on  this  $50  billion  a  year  industry. 


Craig  G.  Thibaudeau 

Director  of  Government  Affairs 


cc :  Lincoln 
Goeme 
Faucette 


BSCAI  -  AN  INDUSTRY  DEDICATED  TO  PROVIDING 


A  SAFE  AND  HEALTHY  ENVIRONMENT ' 
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On  behalf  of  the  2,700  members  of  the  Building  Service  Contractors 
Association  International  (BSCAI) ,  I  am  pleased  to  submit,  for  the 
record,  testimony  regarding  "Tax  Issues  Impacting  Small  Business." 

BSCAI  is  an  association  of  companies  predominantly  involved  in  the 
contracting  of  janitorial  services  and  is  incorporated  as  a 
501(c) (6)  trade  association.  Our  headquarters  are  located  at  10201 
Lee  Highway,  Suite  225,  Fairfax,  Virginia  22030. 

Of  the  many  tax  issues  impacting  small  business  today,  perhaps  none 
has  greater  impact  on  the  future  growth  and  success  of  the  building 
service  contracting  industry  than  worker  classification.  It  is  for 
this  reason  that  our  statement  will  focus  solely  on  the  independent 
contractor  issue  as  it  relates  to  tax  issues. 

Your  Committee,  Senator  Nickles,  Congressmen  Christensen  and  Kim, 
as  well  as  the  delegates  to  White  House  Conference  on  Small 
Business  are  to  be  congratulated  for  their  efforts  in  bringing  this 
issue  to  the  forefront  of  the  104th  Congress'  political  agenda. 
However,  there  is  so  much  more  that  this  subcommittee  and  Congress 
must  consider  before  moving  forward  on  this  issue. 

For  well  over  a  decade,  American  small  business  has  come  before 
Congress  seeking  relief  from  the  ill-conceived  employee 
classification  laws  that  have  hampered  a  fair  and  competitive 
environment.   And  while  the  mounting  support  for  protecting  the 
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rights  of  independent  contractors  is  overdue,  it  is  our  hope  that 
Congress  will  not  ignore  the  improprieties  of  current  tax  law  that 
frustrates  the  law  abiding  small  business  owners  who  classify  their 
workers  as  employees.  Seeking  a  legislative  solution  that  answers 
only  the  concerns  of  independent  contractors  could  result  in 
another  decade  of  fighting  for  employer  and  employee  rights. 

Failing  to  address  the  legitimate  concerns  of  law-abiding  employers 
who,  by  current  law  and  even  H.R.  1972  or  H.R.  580  are  employees, 
ignores  an  entire  class  of  workers  who,  like  independent 
contractors,  deserve  the  benefit  of  clarification  of  the  law  that 
will  allow  their  pursuit  of  the  American  dream.  Employers  and 
their  workers  classified  as  independent  contractors  do  not  have  a 
monopoly  on  the  entrepreneurial  spirit  that  drives  American  small 
business. 

A  law-abiding  building  service  contractor  who  has  to  lay  off  4,000 
workers  and  loses  some  $5  million  a  year  to  competitors  who 
misclassify  their  workers  as  independent  contractors,  deserves  the 
benefit  of  fair  and  equitable  laws  that  protect  him  and  his 
employees'  pursuit  of  the  American  dream. 

The  issue  before  your  committee  represents  one  of  the  most 
pervasive  problems  in  our  industry  today,  the  practice  of  employers 
misclassifying  their  workers  as  independent  contractors. 
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In  the  building  service  contracting  industry  this  practice  is  most 
often  referred  to  as  illegal  subcontracting.  As  a  result,  the 
building  service  contracting  industry,  along  with  other  service  and 
construction  industries,  have  been  operating  on  an  unlevel  playing 
field  for  years.  This  "silent  killer"  is  affecting  a  50  billion 
dollar  a  year  industry  that,  according  to  Department  of  Labor 
projections,  by  the  year  2000  will  create  555,000  new  jobs  and  a 
total  work  force  of  3.45  million  janitors. 

Congressional  hearings  have  documented  that  employers  who  exploit 
the  ambiguities  in  the  employment  tax  laws  by  intentionally 
misclassifying  workers  or  evading  enforcement  efforts  under  the 
protection  of  Section  530  safe  harbors  can  severely  impact  the  law 
abiding  taxpayer,  deprive  federal  and  state  governments  of 
employment  tax  revenues,  as  well  as  the  benefits  that  are 
rightfully  due  each  and  every  worker  in  the  nation. 

During  Congressional  hearings  last  year,  this  issue  came  to  the 
forefront  of  the  health  care  debate  and  even  raised  greater 
concerns  among  law-abiding  building  service  contractors.  As  a 
result  of  the  efforts  of  the  Coalition  for  Fair  Worker 
Classification,  of  which  BSCAI  has  been  an  active  participant,  it 
has  been  documented  by  the  prestigious  firm  of  Coopers  and  Lybrand 
that  the  intentional  classification  of  employees  as  independent 
contractors  will  cost  the  federal  government  $35  billion  dollars 
over  the  next  nine  years. 


247 


The  study,  a  copy  of  which  has  been  provided  as  Addendum  A  and 
which  we  respectfully  submit  for  the  record,  confirms  that  in  the 
service  sector  alone  over  2.1  million  workers  will  be  misclassif ied 
by  2005,  representing  a  60  percent  increase  over  a  21-year  period. 

While  legitimate  independent  contractors  are  an  important  element 
of  the  American  free  enterprise,  taking  advantage  of  poorly 
conceived  tax  policy  goes  against  the  competitive  spirit  that  is 
the  foundation  of  American  small  business. 

The  misclassif ication  issue  here  in  the  Congress  and  at  the  IRS  is 
discussed  in  the  context  of  classifying  workers  as  "employees"  or 
"independent  contractors."  In  the  building  services  industry,  we 
refer  to  this  issue  as  the  "illegal  subcontracting"  problem.  While 
the  terminology  is  somewhat  different,  the  issue  is  the  same. 

Based  on  our  knowledge  and  experience  of  the  industry,  the  typical 
cleaning  company  in  the  building  services  industry  treats  its 
workers  as  employees,  not  independent  contractors.  This  is  the 
"prevailing  industry  practice,"  certainly  when  viewed  on  a  national 
basis. 

Based  on  the  Internal  Revenue  Services  use  of  the  20  common  law 
factors  to  determine  whether  a  worker  is  an  "employee"  or  an 
"independent  contractor,"  the  workers  in  our  industry  are 
"employees. " 
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The  misclassif ication  problem  occurs  in  our  industry  when  a  firm 
bidding  for  a  cleaning  contract  does  so  based  on  "subcontracting 
out"  the  actual  cleaning  work  to  "independent  contractors"  (the 
actual  workers  who  do  the  cleaning) . 

A  firm  bidding  on  this  basis  has  an  obvious  competitive  advantage 
vis-a-vis  a  firm  bidding  based  on  classifying  its  workers  as 
employees.  The  firm  "subcontracting  out"  the  work  to  independent 
contractors  does  not  have  to  concern  itself  with  various  labor 
burden  costs,  such  as  federal  FICA,  FUTA,  state  SUTA,  worker's 
compensation  and  general  liability  insurance  costs.  The 
"subcontracting"  firm  also  does  not  have  the  administrative  costs 
associated  with  tax  compliance  for  employees.  This  package  of 
costs  vary  from  state  to  state,  but  is  generally  in  the  range  of 
twenty  to  thirty  percent  of  the  contract  price. 

The  problem  appears  to  be  growing  worse  as  more  and  more  local 
markets  are  affected.  In  some  states  such  as  in  Texas,  California, 
Georgia  and  Florida,  the  "subcontracting  out"  practice  has  become 
so  prevalent  that  it  may  -  absent  action  by  Congress  and/or  the  IRS 
-  become  the  "de  facto"  prevailing  industry  practice  in  those 
markets.  And  despite  building  service  contractors  efforts  to  work 
with  the  Internal  Revenue  Service  in  these  areas,  enforcement  or  a 
lack  of  it  has  not  made  an  impact. 
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Previous  Congressional  testimony  has  addressed  in  detail  the  harm 
done  to  the  workers  involved  in  misclassif ication.  While  a  worker 
so  misclassif ied  may  gain  the  temporary  advantage  of  not  having  his 
or  her  wages  subject  to  withholding,  that  worker  loses  a  number  of 
benefits  and  protections,  such  as  worker's  compensation, 
unemployment  insurance  protection,  employer  contributions  to  his  or 
her  social  security,  etc. 

I  would  also  add  that  the  workers  involved,  at  least  in  our 
industry,  are  often  recent  immigrants  to  the  United  States  who  are 
even  more  subject  to  potential  abuse  because  of  their  unfamiliarity 
with  the  language  and  the  law.  Again,  according  to  the  Department 
of  Labor,  janitors  and  maintenance  workers  are  the  No.  1  unskilled 
employees  in  demand  in  the  90 's.  It  is  their  pursuit  of  the 
American  dream,  often  working  at  night,  as  a  second  job,  that 
deserves  to  be  protected. 

The  prior  tax  audit  provision  is  our  industry's  nemesis.  It  is  our 
understanding  that  a  company  which  has  undergone  a  prior  audit  is 
then  protected  for  the  indefinite  future  from  IRS  inquiry 
concerning  the  classification  of  that  company's  workers.  We 
understand  this  is  true  even  if  the  audit  was  for  something  such  as 
income  taxes  and  not  specifically  directed  to  employment  taxes. 

When  legislated  in  1978,  these  current  safe  harbor  provisions  were 
a  "temporary  fix".   If  the  104th  Congress  has  within  its  reach  the 
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opportunity  to  correct  the  inequities  of  worker  classification  tax 
law,  it  must  also  remove  the  stigma  of  this  "temporary" 
legislation.  And,  if  the  safe  harbor  provisions  have  a  place  in 
current  tax  law,  should  they  not  under  go  the  same  review  and 
scrutiny  as  the  rules  determining  whether  a  worker  is  an  employee 
or  an  independent  contractor?  Regrettably,  H.R.  1972  does  not 
address  these  all  important  provisions. 

We  believe  this  "prior  audit"  safe  harbor  provision,  as  currently 
written,  "rewards"  a  company  that  misclassif ies  its  workers  as 
independent  contractors.  It  is  unfair  to  competing  firms.  It  is 
bad  tax  policy.  It  harms  workers.  It  harms  the  federal,  state  and 
local  government  through  lost  tax  revenue. 

We  do  our  workers  no  favor  if  we  rob  them,  through 
misclassif ication  as  independent  contractors,  of  worker's 
compensation,  unemployment  insurance,  disability  insurance, 
protection  under  the  Fair  Labor  Standards  Act,  the  Occupational 
Safety  and  Health  Act,  the  American  with  Disabilities  Act,  the 
Family  Leave  and  Medical  Act  of  1993  and  protection  through  the 
Equal  Employment  Opportunity  Commission  which  have  been  erected  by 
the  federal  and  state  government  over  the  past  half  century. 

Recommendations .  Congress  should  pass  legislation  that  clarifies 
with  legislative  and  regulatory  oversight  the  resolve  of  a  long 
standing  issue  that  to  date  has  handicapped  the  entrepreneurial 
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spirit  of  the  small  business  owner,  deprived  employees  of  benefits 
due  them  under  the  law,  and  robbed  the  federal  and  state 
governments  of  much  needed  revenues.  Such  oversight  would  allow 
the  participation  of  all  American  small  business  employers  and 
their  workers,  whether  they  be  independent  contractors  or 
employees. 

BSCAI  and  its  members  while  appreciative  of  the  efforts  behind  H.R. 
1972  and  H.R.  580,  and  the  attempt  to  protect  the  rights  of 
independent  contractors,  ask  that  the  rights  of  employees  not  be 
ignored  at  the  expense  of  one  class  of  workers  or  the  other. 

H.R.  510,  a  bipartisan  bill  sponsored  by  Republican  Congressman 
Christopher  Shays  and  Democratic  Congressman  Tom  Lantos  deserves 
the  committee's  attention.  Most  importantly,  to  our  industry,  H.R. 
510  marrows  the  "prior  audit"  safe  harbor  to  apply  only  in  cases  of 
prior  audits  that  actually  consider  the  employment  tax  issue. 
Additional  provisions  in  this  legislation  worthy  of  consideration 
include  (1)  allowing  an  amnesty  period  for  employers  to  properly 
classify  workers  without  a  penalty,  (2)  removing  the  issuance  of 
regulations  clarifying  the  distinction  between  employees  and 
independent  contractors,  and  (3)  provides  for  notification  of 
workers  of  the  consequences  of  being  classified  as  independent 
contractors  so  they  can  make  informed  decisions  about  where  they 
will  work. 
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By  clarifying  the  employment  tax  laws,  Congress  has  the  potential 
to  generate  much  needed  revenues  at  a  time  when  it  is  so 
desperately  needed.  This  Congress  should  not  expect  law  abiding 
companies  to  shoulder  increasing  financial  responsibilities  while 
competitors  providing  similar  services  are  allowed  to  evade  these 
responsibilities. 

There  are  few  that  argue  the  important  role  that  American  small 
businesses  will  play  in  the  future  growth  and  stability  of  our 
economy.  Too  often  our  efforts  to  create  economic  growth  and  new 
jobs  are  interrupted  by  inequities  of  our  own  creation,  in  this 
case,  ambiguities  in  the  employment  tax  laws. 

BSCAI  and  the  Coalition  for  Fair  Worker  Classification  and  the 
thousands  of  employers  and  millions  of  workers  it  represents, 
welcome  the  opportunity  to  work  with  this  committee.  Congress,  the 
Administration,  the  National  Federation  of  Independent  Business, 
the  Small  Business  Legislative  Council  and  all  others  in  an  attempt 
to  resolve  this  sensitive  and  complex  issue  in  a  manner  that  will 
benefit  ALL  American  small  businesses.  BSCAI  further  recommends 
the  establishment  of  a  congressionally  sponsored  "commission"  that 
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would  address  this  issue  in  its  entirety  and  not  at  the  expense  of 
employees  or  independent  contractors. 

Respectfully  submitted, 


Lillian  Lincoln,  CBSE 

President 

Building  Service  Contractors 

Association  International 
10201  Lee  Highway,  Suite  225 
Fairfax,  Virginia    22030 
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Projection  of  the  Loss  in  Federal  Tax  Revenues  due  to  Misclassification  of  Workers 


I.    Introduction 

The  Coalition  for  Fair  Worker  Classification'  has  employed  Coopers  &  Lybrand  to 
analyze  and  report  on  the  effect  that  worker  misclassification  has  on  federal  tax  revenues.  This 
report  uses  information  from  the  Internal  Revenue  Service  (IRS)  and  the  U.S.  Bureau  of  Labor 
Statistics  (BLS)  in  an  attempt  to  quantify  the  extent  of  employee  misclassification  and  the 
corresponding  lost  federal  revenues  under  present  law.  Trends  in  misclassified  workers,  and  in 
self-employed  workers  are  also  presented.  Revenue  estimates  for  two  proposals  are  provided: 
(1)  repeal  of  Internal  Revenue  Code  Section  530  only,  and  (2)  elimination  of  misclassification 
for  all  independent  contractors  not  affected  by  §530. 

Title  vn  Subtitle  C  of  the  Health  Security  Act  (H.R.  3600)  would  repeal  §530  and 
incorporate  a  revised  version  of  the  provision  directly  into  the  Internal  Revenue  Code.  Under 
the  revision,  the  IRS  would  be  instructed  to  issue  regulations  clarifying  the  definition  of  an 
employee.  The  prior-audit  safe  harbors  also  would  no  longer  apply  if  the  treatment  were 
inconsistent  with  published  IRS  regulations  and  the  industry-practices  safe  harbor  would  cease 
to  be  applicable.  The  Coalition  is  developing  a  set  of  guidelines  that  would  limit  IRS  rule- 
making discretion  under  the  Health  Security  Act. 

■  The  report  is  divided  into  seven  sections,  including  this  introduction.  Other  sections 
include  in  order:  Executive  Summary,  Background,  Incentives  for  Misclassification,  Summary 
of  Previous  Government  Studies,  Revenue  Estimate,  and  Conclusion. 


'  Members  of  the  Coalition  include:  A  Chauffeured  Limousines  and  Sedans,  Auto  Driveaway  Company, 
Buildmg  Services  Contractors  Association,  Lntemational,  Harry  L.  Thomas,  Inc. ,  Home  Health  Services  and  Staffing 
Association,  Institute  of  the  Ironworking  Industry,  International  Brotherhood  of  Painters  and  Allied  Trades/ AFL- 
CIO,  International  Brotherhood  of  Teamsters,  Metropolitan  Limousine,  Naperville  Chauffeuring,  Ltd.,  National 
Alliance  for  Fair  Contractmg,  National  Association  of  Temporary  Services,  National  Technical  Services  Association, 
Pro  Courier  and  Messenger,  Service  Employees  International  Union,  AFL-CIO,  CLC,  United  Brotherhood  of 
Carpenters  and  Joiners  of  Amencay AFL-CIO,  U.S.  Cargo  and  Couner  Services. 
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n.   Executive  Summary 

Proposals  to  finance  health  care  reform  with  payroll-based  levies  have  caused  increased 
concern  among  businesses  that  face  competition  from  firms  which  misclassify  their  employees 
as  independent  contractors  as  well  as  with  groups  concerned  with  employee  interests  and  rights. 
Under  current  law,  with  only  certain  exceptions,  employers  may  treat  their  workers  as 
independent  contractors  if  they  satisfy  any  one  of  the  three  safe  harbors:  (1)  judicial  precedent; 
(2)  a  past  IRS  audit  which  did  not  result  in  a  reclassification  of  employees  —  even  if  unrelated 
to  employment  taxes;  or  (3)  reliance  on  long-standing  industry  practices.  Businesses  that  comply 
with  payroll  tax  law  fear  that  any  increase  in  payroll  taxes  unaccompanied  by  a  restriction  of 
these  safe  harbors,  will  induce  greater  tax  avoidance  by  many  firms,  and  that  the  problem  will 
continue  unchecked.  Groups  concerned  with  worker  issues  fear  a  further  erosion  of  employee 
benefits. 

Government  agencies  —  primarily  the  IRS  and  the  General  Accounting  Office  —  have 
documented  the  extent  of  such  tax  avoidance  in  a  series  of  studies  over  the  past  15  years.  This 
study,  by  integrating  ERS  research  and  BLS  data,  presents  additional  information  on  the  number 
of  misclassified  workers  and  on  the  associated  federal  tax  revenues  lost  due  to  misclassification. 

We  estimate  that  the  number  of  misclassified  non-agricultural,  non-mining  workers  will 
have  grown  from  3.3  million  in  1984  to  4.1  million  this  year  and  over  5  million  by  the  year 
2005.  By  far  the  largest  number  of  misclassified  workers  are  in  the  services  sector.  We 
estimate  there  will  be  over  2. 1  million  service  workers  misclassified  by  2005.  These  estimates 
are  based  in  part  on  our  projections  that  the  number  of  self-employed  persons^  will  exceed  9 
million  this  year  and  exceed  1 1  million  by  2005.  The  fastest  growing  segment  of  self-employed 
persons  are  engaged  in  the  construction  industry.  By  2005,  self-employed  engaged  in 
construction  are  expected  to  total  2.3  million,  about  27  percent  of  the  construction  workforce. 
By  contrast,  self-employed  persons  engaged  in  retail  and  wholesale  trade  are  expected  to  decline 
to  1.5  million  by  2005,  representing  about  4  percent  of  the  workforce  engaged  in  that  segment 
of  the  economy. 


^       While  'self-employed'  and  'indepeodent  contractors, 'as  used  in  this  report,  have  similar  meamngs,  they 
are  not  intended  to  be  interchangeable  terms. 
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We  estimate  that  in  calendar  year  1996,  there  will  be  a  $3.3  billion  loss  in  federal 
revenues  due  to  the  misclassification  of  workers,  of  which  $0.5  billion  is  protected  by  §530. 
If  adequate  resources  were  brought  to  bear,  effective  January  1,  1996,  in  order  to  ensure  proper 
compliance,  our  projections  show  that  ru:lassification  of  §530  workers  (with  repeal  effective 
January  1,  1996)  would  raise  $4.9  billion  over  the  nine-year  period,  fiscal  years  1996-2004. 
Reclassification  of  all  misclassified  workers  would  raise  an  additional  $29.9  billion  over  this 
same  period,  for  a  total  increase  in  federal  tax  receipts  of  $34.7  billion. 

Our  projections  do  not  take  into  consideration  the  likely  revenue  impact  of  an  additional 
payroll  tax  which  has  been  included  in  a  number  of  the  current  health  care  reform  proposals  to 
fund  universal  health  care  coverage.  Such  increases  will  certainly  induce  additional  employers 
to  consider  a  shift  to  independent  contractor  status  in  order  to  avoid  the  proposed 
tax  and  to  qualify  for  the  subsidies  that  are  likely  to  be  offered  to  uninsured  workers.  The 
resulting  changes  in  employment  status  will  likely  cause  further  increases  in  the  revenues  lost 
from  misclassification. 
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III.    Background 

Under  current  law,  the  IRS  generally  relies  on  a  set  of  20  factors  in  order  to  determine 
whether  for  tax  purposes  an  individual  is  to  be  treated  as  an  employee  or  as  an  independent 
contractor.^  Irrespective  of  this  outcome,  §530  of  the  Revenue  Act  of  1978  restricts 
reclassification  of  workers  by  the  IRS  in  the  event  that  the  employer  satisfies  any  one  of  the 
following  three  safe  harbors:  (1)  the  employer  bases  his  treatment  on  judicial  precedent,  rulings 
or  similar  information;  (2)  a  past  IRS  audit  —  even  if  the  audit  was  unrelated  to  employment 
taxes  —  did  not  result  in  an  assessment  related  to  employee  misclassification;  (3)  employer 
treatment  is  based  on  long-standing  recognized  practices  within  the  industry. ■"  Section  530  also 
bars  the  IRS  from  publishing  regulations  which  alter  the  current  rules.  An  important  exception 
to  §530  occurs  in  instances  where  an  employer  reclassifies  as  independent  contractors  workers 
who  held  similar  positions  as  employees  after  1977. 


'     According  to  the  Internal   Revenue  Manual,  workers  are  regarded  as  employees  under  the  following 
circumstances: 

•  TTiey  must  comply  with  employer  instructions  about  work. 

•  They  receive  training  from/at  the  direction  of  the  employer. 

•  TTiey  provide  services  that  are  integral  lo  the  business. 

•  They  provide  services  that  must  be  rendered  personally. 

•  They  hire/supervise/pay  assistants  for  the  employer. 

•  They  have  a  continuing  working  relationship  with  the  employer. 

•  They  must  follow  set  hours  of  the  work. 

•  TTiey  work  full-time  for  the  employer. 

•  They  do  their  work  on  the  employer's  premjses. 

•  They  must  do  their  work  in  the  sequence  set  by  the  employer. 

•  They  must  submit  regular  reports  to  the  employer. 

•  They  receive  payments  of  regular  amounts  at  set  intervals. 

•  They  receive  payments  of  business/travel  expenses. 

•  They  rely  on  the  employer  to  furnish  tools  and  matenals. 

•  They  lack  a  major  investment  in  facilities  used  lo  perform  the  service. 

•  They  cannot  make  a  profit/loss  from  their  services. 

•  They  work  for  one  employer  at  a  time. 

•  They  do  not  offer  their  services  to  the  general  public. 

•  They  can  be  fired  by  the  employer. 

•  They  may  quit  at  any  lime  without  incurring  liability. 

'     Section  530  was  subsequently  extended  several   limes,   most  recenlly  under  the   Tax  Equiry  and  Fiscal 
Responsibility  Aa  of  1982.   Section  1706  of  the  Tax  Reform  Act  of  1986,  however,  cut  back  the  application  of  §530 

for  three-party  arrangements  involving  technical  service  workers,  such  as  engineers,  designers,  drafters,  computer 
programmers  and  related  professions. 
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rV.   Incentives  for  Misclassification 

In  its  discussion  of  the  motivation  for  Congressional  enactment  of  §1706  which  concerns 
technical  service  workers,  the  Treasury  stated:  "Section  530  affects  different  taxpayers 
differently,  depending  on  whether  they  satisfy  the  conditions  for  relief  contained  therein.  In 
particular,  some  taxpayers  that  have  consistently  mijclassified  their  employees  as  independent 
contractors  are  entitled  to  relief  under  §530,  while  other  taxpayers  in  the  same  industry  (that, 
for  example,  have  taken  more  conservative  positions  on  classification  issues)  are  not,  because 
they  cannot  satisfy  the  consistency  requirements  of  the  Section."^  A  fundamental  tenet  of 
federal  tax  policy  is  that  the  tax  code  should  be  neutral  with  regard  to  taxpayer  behavior  —  that 
is,  tax  considerations  should  not  motivate  employers  and  employees  to  consider  reclassifying 
workers  as  independent  contractors  in  order  to  minimize  tax  liabilities. 

Both  employers  and  employees  may  benefit  from  misclassification  for  a  variety  of 
reasons,  some  of  which  may  be  non-tax  related.'  From  a  tax  perspective,  workers  for  whom 
the  tax-free  receipt  of  fringe  benefits  exceeds  the  value  of  deducting  employment-related 
expenses  will  prefer  to  be  treated  as  employees;  for  those  with  significant  expenses  and  less  need 
for  such  fringes,  independent  contractor  status  will  be  preferable.  Employees  may  only  deduct 
itemized  business-related  expenses  to  the  extent  that  such  expenses  exceed  two  percent  of 
adjusted  gross  income.  By  contrast,  independent  contractors  may  deduct  in  full  all  such 
expenses. 

Similarly,  employers  who  are  able  to  furnish  fringe  benefits  at  a  lower  price  because  of 
greater  market  power  may  opt  to  treat  workers  as  employees  rather  than  to  pay  them  higher 
wages  as  independent  contractors.  Many  employers,  however,  may  escape  certain  tax 
obligations  and  onerous  work  place  requirements  by  misclassifying  workers  as  independent 


'  Se«  Taxaiion  of  Technical  Set-vices  Personnel:  Secrion  1706  of  the  Tax  Reform  Act  of  1986,  U.S.  Treasury 
Departn»ent,  March  1991,  pp.  32-33. 

'  For  a  detailed  discussion  of  these  issues,  see  Appendix  A  ("Differences  in  Treatraenl  of  Employees  and 
Independent  Contractors  —  Detailed  Analysis")  of  Taxaiion  of  Technical  Services  Personnel:  Section  1706  of  the 
Tax  Reform  Act  of  1986. 


21-185    -    96    -    10 
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contractors.'  Independent  contractors,  for  example,  are  not  subject  to  unemployment  insurance 
and  workers'  compensation.  In  its  technical  services  personnel  report,  the  Treasury  assumed 
that  these  taxes  totaled  1.55  percent  of  overall  salary.' 

Independent  contractors  also  benefit  from  the  ability  to  retain  earnings  for  a  period  of 
time  before  remitting  taxes  to  the  government.  While  a  portion  of  employees'  salaries  are 
withheld  when  they  are  paid  in  each  period,  independent  contractors  must  pay  estimated  taxes 
in  quarterly  installments  —  April  15,  June  15,  September  15,  and  January  15.'  So-called 
"employers"  of  independent  contractors  are  also  able  to  avoid  other  statutory  obligations  imposed 
on  employers,  such  as  unemployment  compensation  benefits,  overtime,  and  regulations  imposed 
by  the  Occupational  Safety  and  Health  Administration  and  Employee  Retirement  Income  Security 
Act. 

Under  the  Administration's  health  reform  plan  and  a  number  of  other  proposals,  an 
additional  incentive  to  treat  workers  as  independent  contractors  would  be  the  health  care 
premium  collected  to  finance  the  plan.  In  some  instances,  a  firm  could  claim  that  a  worker  is 
an  independent  contractor  while  the  worker  claims  to  be  an  employee;  neither  would  pay  the 
employer  premium.  Although  similar  incentives  exist  at  present,  the  consequences  would  be 
considerably  greater  under  health  care  reform.  Because  the  option  of  treating  workers  as 
independent  contractors  is  limited  to  those  who  may  claim  exemption  under  the  §530  safe 


*  The  primary  employment  taxes,  Social  Security  and  Medicare,  at  one  time  —  prior  to  1984  —  treated  self- 
employed  workers  more  favorably.  The  self-employed  rate  was  significantly  lower  than  the  combined  rale  paid  for 
employees,  but  based  on  similar  earnings  histories,  the  benefits  received  were  the  same  despite  the  smaller 
contributions  of  the  self-employed.  At  present,  employers  and  employees  each  pay  7.65  percent  PICA  tax  (15.3 
combined)  on  the  first  $60,600  of  wages;  self-employed  individuals  pay  an  equivalent  15.3  percent  in  SECA  taxes. 
As  of  January  1994,  the  Medicare  portion  of  the  lax  applies  to  all  wages. 

'  Unemployment  insurance  is  levied  at  a  rate  of  2.8  percent  on  the  first  $7,000  of  employee  wages  (Source; 
Taxation  of  Technical  Services  Personnel:  Seaion  1 706  of  the  Tax  Reform  Act  of  1986,  U.S.  Treasury  Department, 
March  1991,  pg.  65).    Thus,  the  tax  impact  for  low-wage  workers  would  be  somewhat  larger. 

'  Annual  wages  are  reported  for  employees  on  Forms  W-2  and  for  independent  contractors  generally  on 
Forms  1099-MISC.  While  W-2  information  must  be  submitted  together  with  the  annual  tax  return,  there  is  no 
similar  requirement  that  1099s  be  submitted  with  contractors'  returns. 
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harbors,  many  employers  complying  with  the  law  may  be  further  disadvantaged  under  the 
proposed  plan  unless  changes  are  made  to  the  safe  harbors.' 

Although  all  types  of  misclassification  which  involve  public  policies  should  be  matters 
of  concern,  the  treatment  of  employees  as  independent  contractors  is  of  still  greater  concern 
because  the  U.S.  tax  system  contains  relatively  few  controls  to  ensure  compliance.  Past  studies 
by  the  IRS,  for  example,  have  found  that  independent  contractors  are  more  likely  to  underreport 
income  and/or  overstate  expenses.  In  instances  where  workers  receive  comparable  compensation 
in  the  form  of  non-taxable  fringe  benefits,  independent  contractors  may  pay  more  in  Social 
Security  taxes,  since  they  must  pay  both  the  employer  and  employee  portion  of  the  payroll 
tax.'" 


'  The  Administration's  proposal  would  revise  and  codify  §530  and  also  permit  the  IRS  to  issue  guidance  for 
determining  who  is  an  employee  for  employment  tax  and  income  tax  purposes,  and  health  care  coverage.  The  IRS 
will  be  required  to  give  substantial  weight  to  common  law  practices  in  defining  employment  status.  The  plan  also 
would  repeal  the  "industry-practice"  safe  harbor  once  the  IRS  issued  regulations  and  would  restnct  the  "prior  audit" 
safe  harbor  to  situations  in  which  a  concluded  IRS  audit  examined  employment  status  and  found  it  lo  be  acceptable. 

'"•  Contractors  are  permitted  an  offset  against  their  individual  income  taxes  —  similar  lo  the  tax  treatment  for 
einployers  —  which  reduces  their  effective  payroll  tax  rate. 
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V.    Summary  of  Previous  Government  Studies 

The  Treasury  report  on  technical  services  personnel  reviews  findings  from  previous 
government  studies  that  were  conducted  concerning  the  misclassification  of  workers.  The 
principal  conclusions  from  these  studies  and  two  other  relevant  government  analyses  —  one 
performed  by  the  IRS  and  another  prepared  by  the  U.S.  General  Accounting  Office  (GAO)  — 
are  summarized  below. 

SVC-1.  During  1986  and  1987,  the  IRS  Strategic  Initiative  on  Withholding 
Noncompliance  (SVC-1)  surveyed  a  sample  of  roughly  3,000  employers.  Those  included  in  the 
sample  were  selected  so  as  to  represent  5  million  employers  stratified  according  to  industry  and 
by  size  of  firm  within  industry.  Based  on  data  from  the  1984  tax  year,  the  percentage  of 
employers  misclassifying  at  least  some  of  their  workers  as  independent  contractors  was 
determined.    SVC-1  results  are  reproduced  as  Table  1. 


Table  1:    Percentage  of  Employers  with  Some  Misclassined  Workers,  by  Industry 


Industry 

Percent  of  Total 

Agriculture 

16.7% 

Mining 

18.6% 

Construction 

19.8% 

Manufactunng 

15.8% 

Transportation 

11.2% 

Trade 

9.6% 

Finance,  Insurance,  Real  Estate 

19.3% 

Services 

15.4% 

Government 

9.6% 

Not  otherwise  classified 

12.6% 

Total 

13.4% 

Source:     Taxation  of  Technical  Services  Personnel:    Section  1706  of  the  Tax  Reform  Acl  of  1986,  U.S. 
Treasury  Department,  March  1991,  Table  5-1,  p.  49. 
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On  average,  13  percent  of  employers  were  found  to  misclassify  at  least  some  workers. 
In  terms  of  numbers  of  employees,  only  about  two  percent  were  determined  to  have  been 
misclassified.  For  certain  portions  of  the  construction  industry  and  for  the  service  sector, 
however,  the  shares  that  were  misclassified  were  nearly  double  —  VA  percent.  These  two 
sectors  accounted  for  more  than  25  percent  of  all  employers  and  employees  involved  in 
misclassification,  but  slightly  less  in  terms  of  compensation  —  workers  in  these  sectors  tended 
to  be  paid  less  than  other  misclassified  workers. 

The  majority  of  employers  who  misclassified  workers  tended  to  be  small  firms.  When 
grouped  into  two  categories  —  firms  with  fewer  than  100  workers  and  those  with  100  or  more 
—  small  companies  vvere  foimd  to  employ  only  about  40  percent  of  the  workers  yet  were 
responsible  for  nearly  90  percent  of  those  misclassified.  Slightly  more  than  90  percent  of  the 
compensation  on  which  employment  taxes  were  incorrectly  paid  also  was  attributable  to  this 
group." 

Separately,  a  survey  of  3,000  of  the  misclassified  workers  was  conducted.  The  1984 
SVC-1  Employee  Survey  identified  roughly  2,400  employees  from  this  sample  for  whom  Forms 
1099  were  filed.  Overall,  77  percent  of  Form  1099  income  was  reported  by  misclassified 
workers.  In  instances  where  no  Form  1099  was  filed,  less  than  30  percent  of  compensation  was 
declared,  however. 

TCMP.  The  IRS  1985  Tax  Compliance  Measurement  Program  (TCMP)  compared 
reported  wages  and  selected  Form  1040  Schedule  C  tax  return  information  (e.g.,  profits  and 
deductions)  with  corrected  amounts  after  review.  The  IRS  found  that  independent  contractors 
tended  to  underreport  taxable  income  by  roughly  20  percent;  by  contrast,  wage  and  salary 
income  was  reported  nearly  in  full  by  employees.  About  one-third  of  the  shortfall  from 
independent  contractors  appears  due  to  overstatement  of  deductions  which,  according  to  the 
Treasury,  may  have  been  addressed  in  part  by  subsequent  legislation. 


"  The  IRS  also  delermined  that  an  additional  ten  perci;nt  ut  workers  were  employed  by  firms  that  fell  within 
the  §530  safe  harbor.  Approximately  40  percent  worked  for  larger  companies.  Nearly  all  of  the  employers 
qualifying  under  §530  —  68  thousand  of  70  thousand  —  were  protected  by  the  industry-practice  and  prior  audit  safe 
harbors.  See  Strategic  liiitialive  on  Withholding  NoncnrnpUaiKV  Empluycr  Survey:  Report  of  Findings.  Research 
Division,  Internal  Revenue  Service,  June  1989. 
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Taken  in  combination  with  the  SVC-1  survey  findings,  the  TCMP  results  suggest  that 
taxpayer  compliance  is  lower  among  independent  contractors  and  still  less  among  workers 
misclassified  as  independent  contractors  (who  do  not  receive  Forms  1099). 

GAO  1989  Study.  The  GAO  matched  1985  tax  year  Forms  1099  information  returns 
submitted  by  employers  with  income  tax  returns  filed  by  independent  contractors  in  order  to 
identify  workers  who  received  more  than  $10,000  from  a  single  employer.  Of  the  32,000 
employers  and  nearly  200,000  individuals  who  were  so  identified,  408  employers  were  randomly 
selected.  From  this  group,  the  GAO  uncovered  evidence  of  misclassification  by  157  employers 
—  38  percent  —  of  at  least  some  employees.'^ 

1979  Employee/Independent  Contractor  Compliance  Study.  An  earlier  study 
conducted  by  the  IRS  examined  payment  patterns  for  a  sample  of  2,600  employers  and  7,100 
employees  initially  treated  as  independent  contractors  who  were  reclassified.  For  the  roughly 
5,000  employees  for  whom  information  could  be  collected  and  tabulated,  the  IRS  determined  the 
extent  to  which  employer  payments  were  reported  on  the  workers'  income  tax  returns."  The 
results,  classified  by  the  employer's  industry  and  the  individual's  occupation,  indicated  the 
following: 

•  Overall,  47  percent  of  the  workers  treated  as  independent  contractors  did  not 
report  any  compensation  (see  Table  2). 

•  Income  tax  noncompliance,  however,  was  only  24  percent.  This  lower  figure  was 
primarily  due  to  the  higher  compliance  rates  among  those  who  received  larger 
payments  and  for  those  with  higher  adjusted  gross  incomes.  Most  workers  tended 
either  to  report  all  of  their  income  or  none  of  it:  48  percent  receiving  70  percent 
of  the  total  payments  reported  all  of  their  compensation;  47  percent  with  20-25 
percent  of  total  payments  reported  none. 


'-   See  Tax  Adniinistralion:  liifonnaiioti  Returns  Can  Be  Used  lo  Idcnlify  Eni/ilaycr.s  Who  Misdassify  Workers, 
U.S.  General  Accounting  Office,  September  1989.  Report  GGD  89-107. 

"    The  Tindings  described  below  are  summarized  from  Dcscripiion  of  Proposals  Relating  to  litdcpendent 
Coniraaors  Scheduled  for  a  Hearing,  Joml  Committee  on  Taxation  report  JCS-31-79,  July  13,  1979. 
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•  Variation  in  compliance  among  industries  and  occupations  could  be  traced  largely 

to  the  distribution  of  the  sizes  of  the  payments  and  to  the  distribution  of  incomes 
within  industries  and  occupations. 

These  findings  were  considered  to  be  conservative  because  these  did  not  take  into  account 
the  totally  non-compliant  workers  for  whom  no  information  could  be  collected  —  about  one-fifth 
of  the  sample.  Moreover,  the  figures  reported  in  Table  2  do  not  include  amounts  the  IRS 
determined  were  owed  for  Social  Security  taxes,  which  at  the  time  were  considerably  greater  for 
employers  and  employees  on  a  combined  basis  than  for  independent  contractors.'" 


"  In  its  survey,  the  IRS  found  that  noncompliance  tor  Social  Security  tax  purposes  was  greater  than  for  income 
taxes.  We  do  not  report  the  Social  Security  figures,  however,  because  the  likely  source  of  the  greater 
DODCompliance  at  the  time  —  the  difference  between  the  self-employed  payroll  rate  and  the  combined  employer- 
employee  rate  —  has  been  eliminated.  If  the  payroll  tax  burdens  employees  and  independent  contractors  face  under 
current  federal  health  care  reform  proposals  are  not  equalized,  this  source  of  non-compliance  could  recmerge. 
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Table  2:    ERS  Employee/Independent  Contractor  Compliance  Survey: 
Individual  Income  Ta;<  Compliance  Rates  by  Industry 


===^ 

Industry 

Percent  of 

Compensation 

Reported 

Percent 

ot  Employees 

Who  Were 

Fully 
Compliant 

Partially 
Compliant 

Non- 
Compliant 

Real  EsUte 

90% 

75% 

5% 

20% 

Insurance 

98% 

90% 

4% 

6% 

Direct  sales 

69% 

51% 

6% 

43% 

Other  Sales 

74% 

48% 

5% 

47% 

Logging  and  timber 

52% 

23% 

8% 

69% 

Franchise  operations 

73% 

38% 

10% 

52% 

Barber  and  beauty  shops 

90% 

73% 

7% 

20% 

Trucking 

67% 

41% 

5% 

54% 

Taxicabs 

44% 

32% 

3% 

65% 

Home  improvement 

70% 

40% 

5% 

55% 

Real  estate  constmction 

64% 

31% 

6% 

63% 

Warehousing 

54% 

16% 

4% 

80% 

Eating  and/or  drinking  places 

59% 

33% 

8% 

59% 

Entertainment 

78% 

54% 

4% 

42% 

Exempt  organizations 

98% 

76% 

2% 

22% 

Medical  and  health  services 

90% 

67% 

5% 

28% 

Consulting 

76% 

56% 

3% 

41% 

Other  industries' 

73% 

45% 

4% 

51% 

Toul 

76% 

48% 

5% 

47% 

Source:    "Description  of  Proposals  Relating  to  Independent  Contractors  Scheduled  for  a  Heanng,"  Joint 
Committee  on  Taxation  report  JCS-31-79,  July  13,  1979,  Table  3. 

*  Includes  industries  not  separately  identified,  such  as  (arming,  manufacturing,  janilonal  service,  messenger 
service,  security  service,  oil  exploration,  legal  services,  nursery,  market  research,  modeling  agency.  CPA 
review,  opinion  survey,  snow  removal,  data  processing,  funeral  home  and  landscaping. 

Table  3  highlights  the  survey  findings  when  income  tax  noncompliance  rates  were  cross- 
classified  by  industry  and  by  occupation.  The  compliance  rates  for  occupations  which  fell  below 
the  industry-wide  rates  are  marked  in  bold  italics.  Most  often,  those  in  bold  italics  corresponded 
to  unskilled  labor  and  clerical  occupations,  although  other  occupations  also  were  considerably 
below  the  average  in  specific  industries.''' 


'^  Because  the  1979  IRS  study  did  not  report  on  the  number  of  non-compliant  individuals  in  particular  industry- 
occupation  combinations,  it  is  uncertain  whether  the  deviations  from  the  average  are  statistically  significant. 


267 


1  iiaiiii  1 

«» 

be 

•« 

« 

»t 

we 

1^ 

OS 

»« 

*; 

b« 

<fi 

m 

* 

* 

* 

* 

*? 

* 

< 

g 

00 

# 

"" 

r^ 

6*: 

0 

S 

■^ 

<7' 

«0 

0 

<£> 

r- 

p- 

bS 

a 

5 

o 

■0 

r- 

0 

00 

p^ 

a. 

o 

s 

# 

bK 

bS! 

« 

S 

oe 

Be 

1 

^ 

^ 

c 

0 

s 

S 

« 

r* 

S 

f^ 

■i 

■o 

•c 

e 

^ 

c 

c 

UJ 

1 

•a 

— 

2 

2 

^ 

be 

^ 

ef* 

tf 

# 

&i; 

be 

a 

0^ 

>^ 

IX 

00 

cs 

■c 

»o 

r^ 

'^ 

w-» 

rx 

>o 

oo 

■a 

o 

t 

m 
at 

# 

6? 

# 

# 

US 

cR 

ts 

65 

c? 

b? 

* 

r^ 

<o 

!?> 

I 

1 

"^ 

0 

*o 

0 

0 

OS 

0 

CT- 

OS 

.a 

^ 

Q 

e 

O 

a. 

u 

«e 

# 

* 

t« 

# 

b? 

# 

# 

# 

* 

be 

^ 

^ 

fN. 

•= 

9 

rv 

fN 

vO 

V 

o* 

0^ 

r^ 

00 

>» 

Ov 

« 

00 

E 

"^S 

lo 

§ 

3 

o 

— 

,_ 

# 

8« 

tS 

6? 

^ 

ts 

e? 

# 

tfi 

oe 

»o 

«N 

■» 

« 

rs. 

<n 

r^ 

s 

Q 

>r 

^ 

a> 

^ 

■» 

00 

t> 

•0 

<o 

S 

> 

'•% 

C 

■" 

^^ 

^ 

* 

^ 

# 

# 

# 

# 

# 

# 

«!* 

be 

^ 

^ 

^ 

be 

3^5 

*n 

<*-» 

>» 

^ 

■<»• 

■» 

Cs 

OS 

> 

»o 

'n 

■♦ 

^n 

^O 

> 

•<» 

00 

•0 

V 

c 

j^  ^    V 

3 
41 

l-l 

.9 

~ 

"3. 

1  -^ 

tft 

we 

# 

^ 

£ 

S 

^ 

^ 

# 

# 

^ 

^ 

be 

G 

w-l 

"O 

v^ 

OO 

"^ 

•» 

C5 

<K 

o 

>o 

00 

*o 

'n 

vn 

<^< 

»0 

■o 

^ 

^ 

W 

j;  ^  2 

£  Ju 

a 

=      - 

n 

c 

■s  S 

# 

# 

# 

^ 

t« 

CK 

cs 

t« 

c« 

g 

c*: 

ce 

^ 

ce 

^ 

ee 

e 

o 

« 

<! 

00 

"T 

r~ 

s 

r- 

rv 

0 

Ov 

0 

U 

=    ^ 

(^ 

»o 

eo 

0 

r^ 

0 

« 

r^ 

e 

■^-3 

■o 

l^ 

0 

6* 

tK 

sO 

1 

*;:   o 

e 

«  ^ 

t>s 

(T' 

a* 

00 

0 

r- 

CT» 

0 

1 

S  5 

i 

JJ 

a. 

^ 

0 

E 

!/5 

c. 

c 

c 

on 

c 

1 

< 

oe 

X> 

c 

^ 

C 

E 

c 

c 
c 

I 

^ 

c- 

E 

0 

3 

E 

c 

-5 

z 

z 

'2 

J! 

3 
■3 

m 
■3 

C 
3 

1 

I 

c 
c 

1 

J2 

-3 
C 

1 

K 

0 

c. 

1 

E 

15 

c 

3 

5 

c 

c 

E 

c 

n 

j= 
■0 

c 

c 
c 

s 

c 

a 

^ 

5 

6 

-J 

L^ 

0 

1- 

H 

- 

o: 

> 

UJ 

UJ 

UJ 

^ 

0 

6 

268 

Projection  of  the  Loss  in  Federal  Tax  Revenues  due  to  Misclassification  of  Workers 


VI.    Revenue  Estimate 

The  IRS  periodically  produces  estimates  of  the  federal  tax  gap,  that  is,  the  difference 
between  tax  that  is  owed  and  that  which  is  voluntarily  paid  in  a  given  year.  Some  of  this  tax 
is  eventually  collected  through  audit  and  other  compliance  efforts  of  the  IRS.  Most  goes 
uncollected  because  existing  enforcement  procedures  are  inadequate  or  the  collection  of  such 
sums  is  deemed  an  inefficient  use  of  compliance  resources. 

When  the  technical  staffs  of  the  Joint  Committee  on  Taxation  and  the  Treasury's  Office 
of  Tax  Analysis  are  required  to  estimate  increased  government  tax  revenues  that  would  result 
from  proposed  changes  in  the  law  or  regulations  affecting  compliance  with  tax  rules,  they 
typically  are  skeptical  regarding  the  efforts  and  abilities  of  the  IRS  to  achieve  significant  closure 
of  the  tax  gap.  In  part,  this  skepticism  is  linked  to  the  fact  that  necessary  appropriations  for  new 
compliance  staff  may  not  be  forthcoming  in  a  timely  manner. 

The  revenue  estimates  included  in  this  report  assume  that  necessary  compliance  resources 
will  be  made  available  —  through  new  hiring  or  the  reallocation  of  existing  IRS  personnel  — 
to  enforce  the  rules.  One  estimate  is  of  the  revenue  consequences  of  repealing  §530,  which 
provides  certain  safe  harbors,  and  the  other  estimate  is  of  the  additional  revenue  consequences 
of  correcting  the  remaining  misclassifications  of  independent  contractors.  In  the  sense  that  these 
estimates  rely  upon  adequate  compliance  efforts,  they  are  consistent  with  IRS  estimates  of  the 
tax  gap  resulting  from  the  misclassification  of  independent  contractors,  as  reported  in  their  1984 
SVC-1  study,  and,  more  recently,  discussed  by  Commissioner  Richardson  in  her  April  22,  1994 
letter  to  Congressman  Steny  Hoyer,  Chairman  of  the  House  Appropriations  Subcommittee  on 
Treasury,  Postal  Service,  and  General  Government. 

The  basic  information  underlying  the  1984  report  are  the  number  of  misclassified 
employees  and  corresponding  misclassified  compensation  for  all  such  employees  as  well  as  for 
those  protected  by  §530.  The  data  developed  by  the  IRS  for  tax  year  1984  are  further  broken 
down  according  to  major  industrial  sector:  construction,  manufacturing,  transportation,  and  so 
forth.  The  following  methodology  describes  how  our  revenue  estimates  are  derived  to  be 
consistent  with  the  1984  IRS  data  recently  submitted  to  Chairman  Hoyer.  Critical  assumptions 
are  clearly  identified  at  each  step. 
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Civilian  Employment.  Total  civilian  employment  in  the  U.S.  is  reported  by  the  BLS. 
These  data  show  employees  according  to  the  industry  in  which  they  work.  The  BLS  has  forecast 
the  level  of  employment  for  each  major  industry  according  to  three  assumptions:  a  low  trend, 
a  moderate  trend,  and  a  high  growth  trend.  We  have  based  our  estimates  on  the  moderate  trend. 
This  trend  shows  that  the  annual  average  rate  of  growth  in  employment  for  the  15-year  period, 
1990-2005,  will  be  1.23  percent.  By  contrast,  the  low-trend  assumption  was  that  employment 
would  grow  an  average  of  0.74  percent  per  year  and  the  high-trend  assumption  had  employment 
growth  projected  at  a  1.56  percent  annual  rate. 

For  the  six  critical  sectors  upon  which  this  report  focuses,  the  implicit  annual  average 
rates  of  growth  in  employment  (other  than  the  self-employed  and  unpaid  family  members) 
between  1990  and  2005  are  shown  in  Table  4  below. 


Table  4:     Forecast  Annual  Average  Rates  of 
Employment  Growth,  By  Selected  Sectors,  1990-2005 


Construction 

1.11% 

Manufacturing 

-0.21 

Transportation 

0.93 

Trade 

1.43 

FIRE* 

1.26 

Services  (includ 

ng 

Government) 

1.86 

'  FIRE  =  Finance,  insurance,  and  real  estate. 

Source:    U.S.  Bureau  of  Labor  Statistics,  Monthly  Labor  Review. 

Novemi>er,  1991. 


We  applied  derived  annual  rates  of  growth  to  produce  projections  of  workers  in  each  of 
the  12  years  between  1992  —  the  latest  year  for  which  we  have  comparable  data  —  and  2005, 
the  target  year  for  the  BLS  projection. 


Self-employed  Persons.  Employees  who  are  misclassified  as  independent  contractors 
are  part  of  a  larger  group  of  persons  who  are  self-employed  persons.  The  majority  of  these  are 
properly  classified  as  independent  contractors.  Bureau  of  Labor  Statistics  figures  for  1990  reveal 
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that  the  number  of  self-employed  persons  in  sectors  other  than  agriculture  grew  25  percent  since 
1980  and  68  percent  since  1970.  These  averages  do  not  tell  the  full  story,  however,  since  the 
growth  of  independent  contractors  in  some  sectors  experienced  much  faster  growth.  For 
example,  between  1970  and  1990  self-employed  persons  in  finance,  insurance,  and  real  estate 
grew  150  percent.  Next  ranked  construction,  with  a  growth  of  1 13  percent.  This  was  followed 
by  services  (including  government)  at  89  percent  growth.  Manufacturing,  transportation 
(including  utilities  and  communications),  and  trade  all  grew  as  well,  but  at  rates  lower  than  the 
overall  68  percent  growth  that  applied,  on  average,  to  the  category  of  self-employed  between 
1970  and  1990.  In  order  to  project  forward  this  population  of  self-employed  persons,  from 
which  the  population  of  misclassified  independent  contractors  is  drawn,  we  examined  the 
relationship  of  independent  contractors  and  employees  for  each  major  industrial  sector. 

As  might  be  expected,  the  fraction  of  workers  who  are  independent  contractors  varies 
both  by  sector  and  over  time.  Charts  la  and  lb  illustrates  this  point  for  those  engaged  in 
construction,  trade,  services,  finance,  transportation,  and  manufacturing.  Of  these  six  sectors, 
the  one  with  the  largest  proportion  of  independent  contractors  is  the  construction  industry  (Chart 
la).  In  1970,  16  percent  of  all  construction  workers  claimed  self-employed  status.  By  1992, 
this  fraction  exceeded  24  percent.  The  sector  with  the  next  highest  concentration  of  independent 
contractors  in  1970  was  retail  and  wholesale  trade,  with  10  percent  of  the  workforce  claiming 
self-employed  status  (Chart  lb).  By  1992,  however,  this  fraction  had  fallen  to  about  6.5 
percent.  With  independent  contractors  at  8.2  percent  of  the  workforce,  the  services  sector 
(including  government)  ranked  third  in  the  relative  use  of  independent  contractors  in  1970  (Chart 
la).  By  1992,  this  percentage  fell  too,  to  about  7.8  percent.  As  the  charts  show,  for  the 
remaining  three  sectors  shown,  FIRE  (finance,  insurance,  and  real  estate),  self-employed  persons 
were  less  common.  For  each  of  these  three  sectors  the  fraction  of  workers  who  were  self- 
employed  grew  over  the  period;  however,  by  1992,  the  fractions  still  remained  relatively  small. 
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Chart  la:  Self-Employed  Persons  as  a  Percent  of  All  Workers, 

Construction,  Services,  and  Transportation, 

Selected  Years,  1970-1992 
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Source:  Coopers  &.  Lybnmd  caJculatioas  based  on  Bureau  ot  Labor  Statistics  data. 
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Chart  lb:  Self-Employed  Persons  as  a  Percent  of  All  Workers, 

Trade,  Finance,  Insurance,  and  Real  Estate,  and  Manufacturing 

Selected  Years,  1970-1992 
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Source:  Coopers  &  Lybrand  calculations  based  on  Bureau  of  Labor  Statistics  data. 

The  percentage  of  workers  in  each  industry  who  were  reported  to  be  self-employed 
between  1970  and  1992  form  the  basis  for  our  projecting  these  fractions  forward  to  the  year 
2005.  The  ratio  of  self-employed  workers  to  total  workers  (i.e.,  self-employed  workers  plus 
employees)  was  separately  projected  for  each  of  the  six  major  sectors  discussed  above.  This 
methodology  rests  on  the  assumption  that  trends  over  the  past  22  years  are  good  predictors  of 
the  next  13  years.  Any  number  of  "external  shocks"  could  alter  these  long-term  relationships. 
For  example,  mandated  employer-provided  health  care  could  be  expected  to  drive  the  fraction 
of  independent  contractors  higher  than  the  trend  line,  while  increased  vigilance  on  the  part  of 
the  IRS  regarding  misclassified  workers  could  drive  the  fraction  lower. 


273 


Projection  of  the  Loss  in  Federal  Tax  Revenues  due  to  Misclassification  of  Workers 


These  results  were  then  applied  to  the  projection  of  total  workers  derived  from  the  BLS 
forecast  of  workers  in  2005  to  produce  a  projection  of  the  number  of  seif-employed  persons 
through  the  year  2005.  The  outcome  of  this  analysis  appears  in  Table  5.  At  five-year  mtervaJs, 
the  number  of  self-employed  persons  is  shown  for  each  of  the  six  critical  industries  from  1970 
through  2005.  Numbers  for  the  years  1970  through  1990  are  actual  figures,  and  the  numbers 
for  the  years  1995  through  2005  are  projected. 


Table  5:    Self-Employed  Persons,  Actual  and  Projected  By  Selected  Sectors, 

1970-2005 
(In  Thousands) 


Sector 

Year 

1970 

1975 

1980 

1985 

1990 

1995 

2000 

2005 

-Actual- 

Projected 

Construction 

687 

839 

1,173 

1,301 

1,463 

1,578 

1,896 

2,272 

Manufacturing 

264 

273 

358 

347 

429 

429 

470 

512 

Trade 

1,667 

1,709 

1,899 

1,792 

1,859 

1,680 

1,584 

1,458 

Transportation 

196 

223 

282 

315 

302 

362 

402 

446 

FIRE' 

254 

335 

458 

558 

635 

698 

793 

899 

Services 

2,140 

2,310 

2,804 

3,477 

4,048 

4,429 

4,901 

5,428 

FIRE  =  Finance,  insurance,  anJ  real  estate. 

Source:    Historical  data  from  Bureau  of  Labor  Statistics,  Bulletin  2307,  Employmciii  mid  Enrnin/;s,  monthly, 
January  issues;  and  unpublished  data.    Projected  data:    Coopers  &  Lybrand  calculations. 


Misclassified  Workers.  Because  the  IRS  continues  to  cite  their  1984  study  on 
misclassified  workers  (see  the  Commissioner's  April  22,  1994  letter),  we  have  chosen  those 
underlying  figures  as  our  reference  point  in  making  our  revenue  estimate  of  possible  compliance 
policy  changes.  It  is  im.portant  to  note  that  the  vast  majority  of  independent  contractors  are  not 
misclassified  workers.  Nonetheless,  as  the  1984  IRS  data  show,  the  population  of  misclassified 
workers  is  a  subset  of  this  larger  pool  of  persons. 
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The  IRS  data  report  the  number  of  misclassified  workers  and  the  amount  of  misclassified 
compensation  and  distribute  these  estimates  by  major  industry  sector.  Unfortunately,  34  percent 
of  the  misclassified  employees  (including  §530  employees)  are  not  classified  by  any  particular 
industry  and  30  percent  of  the  misclassified  compensation  is  not  associated  with  any  particular 
industry.  Consequently,  we  have  increased  each  of  the  industry-specific  figures  —  both  numbers 
of  persons  and  compensation  —  to  accoimt  for  these  understatements.  The  very  reasonable 
assumption  underlying  this  technique  is  that,  in  the  absence  of  information  to  the  contrary, 
amounts  not  classified  by  industry  are  likely  to  be  distributed  in  proportion  to  those  amounts 
which  are  classified  by  industry.  In  other  words,  there  is  no  reason  to  suspect  industry-specific 
bias  in  the  under-reporting  of  sectoral  information.  The  34  percent  of  misclassified  workers  who 
are  not  classified  by  industry  calls  for  the  "blow-up"  factor  of  about  52  percent  (.34  divided  by 
the  sum  1  minus  .34)  to  be  applied  to  each  of  the  industry-specific  number  of  misclassified 
workers  identified  by  the  IRS. 

Disregarding  agriculture  and  mining,  after  increasing  the  industry-specific  IRS  data  for 
unclassified  amounts,  the  number  of  misclassified  workers  (including  those  protected  by  §530) 
ranges  from  a  low  of  83,000  for  those  in  the  transportation  sector  (including  utilities  and 
communications)  to  1,322,000  for  those  in  the  service  sector  (including  government).  These 
numbers  are  shown  in  Table  6  below  for  these  and  the  other  industries  upon  which  this  study 
focuses.  Also  shown  are  our  projections  of  these  numbers  to  the  year  2005.  These  projections 
are  based  on  projected  numbers  of  self-employed  persons  (described  above)  and  on  the 
assumption  that  the  fraction  (although  not  the  absolute  number)  of  independent  contractors  who 
are  misclassified  workers  in  each  industry  in  1984  remains  constant. 
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Table  6:    Estimated  Number  of  Misclassified  Workers,  By  Selected  Sectors 

(Including  §530  Protected  Workers) 

(In  Thousands) 


1984 

2005 

Industry 

Number 

Rank 

Number 

Rank 

Services 

1,322 

1 

2,147 

1 

Finance 

629 

2 

1,051 

2 

Trade 

498 

3 

401 

5 

Construction 

454 

4 

809 

3 

Manufacturing 

350 

5 

514 

4 

Transportation 

83 

6 

120 

6 

Source:    Figures  for  1984  are  derived  trom  IRS  table;  those  for  2005  are  C&L  calculations. 


The  figures  appearing  in  Table  6  are  shown  graphically  on  Chart  2,  which  ranks 
industries  from  left  to  right  according  to  the  number  of  misclassified  workers  they  are  estimated 
to  have  had  in  1984. 
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Chart  2:  Elstimated  and  Projected  Number 

of  Workers  Misciassified  as  Independent  Contractors, 

By  Selected  Sectors,  1984  and  2005 


Transponation  Construction  Finance 

Manufactunng  Trade  Services 


a  1984   ■2005 


Source:    Figures  for  1984  are  derived  from  IRS  table;  those  for  2005  are  C&L  calculations. 

Misciassified  Compensation.  Using  a  methodology  similar  to  that  which  was  used  to 
account  for  the  misciassified  workers  whom  the  IRS  was  not  able  to  classify  by  industry,  each 
of  the  industry-specific  misciassified  compensation  "  amounts  reported  by  the  IRS  for  1984  was 
increased  by  about  43  percent  (.30  divided  by  the  sum  1  minus  .30).   This  is  because  only  70 


'*  'Compensation",  used  as  the  basis  for  the  revenue  estimate,  is  defined  for  this  purpose  by  the  IRS  as  wages 
and  salaries  that,  except  for  misciassification,  would  have  been  paid  to  workers.  In  some  cases,  reclassification 
would  also  result  in  disallowance  of  work-related  deductions  to  workers  and  allowance  of  the  same  deductions  to 
the  employer.  In  those  cases,  both  compensation  and  work-related  deductions  would  be  reclassified.  For  the 
purpose  of  the  revenue  estimate,  we  ignore  the  effect  of  reclassification  of  deductions.  Basing  the  revenue  estimate 
solely  on  compensation  may  actually  understate  the  revenue  effect,  in  that  employers  are  likely  to  have  a  higher  rate 
of  compliance  with  respect  to  work-related  deductions  than  will  misciassified  workers. 
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percent  of  the  misclassified  compensation  amounts  were  classified  by  industry.   The  remaining 
30  percent  were  unclassified  by  industry. 

Estimates  of  misclassified  compensation  in  1984  were  extrapolated  to  future  years  by  the 
following  methodology: 

•  First,  misclassified  compensation  was  "grown"  by  the  projected  increase  in  the 
number  of  misclassified  workers. 

•  Second,  in  order  to  account  for  changes  in  productivity  and  inflation, 
misclassified  compensation  was  further  increased  by  the  growth  in  the  implicit 
gross  domestic  product  (GDP)  deflator.  For  this  purpose,  the  Congressional 
Budget  Office  (CBO)  forecast  of  inflation  was  applied  to  each  future  year's  real 
compensation  through  1999  and  (consistent  with  the  CEO's  own  methodology  for 
estimating  the  impact  of  federal  Health  Care  Reform  proposals)  the  final  year's 
forecast  of  2.5  percent  inflation  was  held  constant  through  the  year  2005. 

According  to  the  1984  IRS  statistics  on  misclassified  compensation,  $2.2  billion  of  the 
$16.0  billion  —  or  approximately  14  percent  —  of  misclassified  compensation  was  protected 
against  reclassification  by  §530.  Section  530-protected  misclassified  compensation  was  held  in 
the  same  proportion  to  unprotected  misclassified  compensation  as  applied  to  the  1984  IRS 
figures.  Consequently,  for  each  year,  it  is  assumed  that  approximately  14  percent  of  the  total 
misclassified  compensation  would  be  protected  by  §530. 

Effect  on  Calendar  Year  Tax  Liability.  In  order  to  determine  how  much  revenue  is 
lost  by  the  U.S.  Treasury  as  a  result  of  misclassified  compensation,  appropriate  income  and 
payroll  tax  rates  must  be  applied.  A  revenue  estimate  of  the  impact  of  reclassification  of 
misclassified  compensation  resulting  from  greater  diligence  on  the  part  of  IRS  compliance 
personnel,  from  the  introduction  of  improved  compliance  procedures,  or  from  repeal  of  §530 
requires  further  assumptions  regarding  the  resources  that  IRS  will  be  willing  and  able  to  bring 
to  bear  to  ensure  the  intended  result. 

Based  on  assumptions  the  Treasury  employed  in  its  report  on  the  taxation  of  technical 
services  personnel,   we  determined  the  federal  revenues   lost  due  to  the  misclassification. 
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Unemployment  Insurance  (FUTA")  averaged  0.55  percent  of  total  compensation.'*  A  more 
significant  source  of  lost  revenue,  however,  is  the  lesser  degree  of  income  tax  and  payroll  tax 
compliance  independent  contractors  exhibit.  The  Treasury  report  notes  that  the  SVC-1  study 
also  found  that,  in  instances  of  misclassification,  independent  contractors  who  were  issued  a 
Form  1099  reported  77  percent  of  their  compensation,  on  average,  but  that  in  instances  when 
no  form  was  received  —  26  percent  of  the  time  —  only  29  percent  of  compensation  was 
reported."  We  assumed  that  this  pattern  of  behavior  has  not  changed  and  therefore  applied  the 
SVC-1  percentages  to  the  compensation  we  determined  to  be  misclassified.  We  also  made  the 
conservative  assumption  that  :dl  of  those  who  failed  to  report  income  are  in  the  lowest  income 
tax  rate  bracket,  15  percent,  and  that  they  would  also  be  liable  for  payroll  tax  contributions  at 
a  combined  self-employed  rate  of  14.13  percent.^" 

Based  on  this  information  we  derived  an  overall  effective  tax  rate  of  10.9  percent,  which 
combines  the  effect  of  FUTA  under-reporting  and  improved  income  tax  and  payroll  tax 
compliance.^'  We  apply  this  rate  to  total  misclassified  compensation  for  each  year  over  the 
1996-2004  projection  period  (ignoring  any  statutory  changes  in  tax  rates  or  bases  scheduled  for 
those  years). 

The  technical  staffs  of  the  Treasury  Department's  Office  of  Tax  Analysis  (OTA)  and  the 
Joint  Committee  on  Taxation  (JCT)  are  officially  responsiole  for  estimating  the  revenue 
consequences  of  changes  in  tax  law  for  the  Administration  and  the  Congress,  respectively. 
Although  they  work  in  close  cooperation,  occasionally    their  estimates  will  differ.    One  of  the 


"    Federal  Unemployment  Tax  Act. 

"  See  footnotes  to  Tables  2-2  through  2-6  of  the  report  Taxation  of  Technical  Services  Personnel.  We  assume 
all  of  the  unemployment  tax  is  FUTA,  even  though  a  small  percentage  is  likely  to  be  attributable  to  individual  State 
programs.  However,  we  exclude  the  entire  ettect  of  workers'  compensation,  estimated  to  be  1.0  percent  of  total 
salary,  because  only  a  small  proportion  of  revenue  are  not  directed  to  Slate-administered  programs. 

"    See  Taxation  of  Technical  Services  Personnel,  p. 54. 

■"  The  self-employed  payroll  Lax  statutory  rale  equals  15.3  percent,  but  in  calculating  their  income  tax  liability 
independent  contractors  may  reduce  their  adjusted  gross  income  by  half  the  self-employment  payroll  tax.  Our  figure 
conforms  with  the  figure  used  by  the  Treasury  in  its  report  on  technical  services  personnel. 

='    Calculation:    ((1.0  minus  (.29  times  .26)  +  (.77  times  .74))  *  (.  15  +  .  1413))  +  .0055. 
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most  important  reasons  for  such  differences  is  that  the  OTA  estimates  are  based,  in  part,  on  the 
economic  forecast  published  in  the  Economic  Report  of  the  President  and  that  underlies  the 
President's  budget,  while  the  JCT  estimates  are  based,  in  part,  on  the  CBO  economic  forecast. 
These  two  underlying  economic  forecasts  can  sometimes  differ  significantly  from  one  another. 

With  respect  to  revenue  estimates  resulting  from  changes  in  the  level  of  enforcement  of 
the  tax  laws,  both  technical  staffs  are  generally  skeptical  of  the  ability  of  the  IRS  to  marshall 
sufficient  resources  to  bring  about  full  compliance  with  stated  policy  objectives.  Consequently, 
they  sharply  discount  the  revenue  estimates  that  they  would  otherwise  apply  if  the  provision  in 
question  were,  say,  a  change  in  tax  rate  rather  than  a  compliance  measure.  Our  estimates  are 
not  discounted.  In  other  words,  we  have  assumed  that  adequate  resources  would  be  allocated 
to  ensure  that  repeal  of  §530  or  reclassification  of  other  misclassified  compensation  (unprotected 
by  §530)  would  result  in  the  Treasury  receiving  in  tax  collections  the  full  amount  of  assessed 
tax  liability. 

Based  on  these  above  assumptions,  we  calculated  that  the  repeal  of  §530  would  result  in 
additional  tax  liability  of  $500  million  in  calendar  year  1996.  Reclassification  of  all 
misclassified  workers  would  result  in  a  tax  liability  increase  of  $3.3  billion  in  calendar  year 
1996." 

Effect  on  Fiscal  Year  Receipts.  The  last  step  in  producing  a  revenue  estimate  is  to  factor 
into  the  estimate  the  lag  by  which  actual  tax  collections  fall  behind  accruals  of  tax  liability.  For 
example,  if  a  particular  change  in  tax  law  affects  withheld  tax  payments,  the  revenue  impact  will 
be  fairly  current  since  withheld  taxes  (income  or  payroll)  are  collected  at  the  source  whenever 


°  These  very  conservative  assumptions  will  tend  to  understate  the  overall  revenue  loss  since  (a)  some  taxpayers 
are  likely  to  face  income  tax  rates  higher  than  15  percent  and  (b)  the  extent  of  non-reporting  may  have  increased 
over  the  past  decade  (when  the  Treasury  study  was  conducted)  smce  tax  return  audit  rates  have  declined.  Partially 
offsetting  these  factors,  however,  may  be  the  possibility  that  some  taxpayers'  overall  wages  may  exceed  the  Social 
Security  wage  ceiling  (for  the  Old  Age  and  Survivors  Insurance  and  Disability  Insurance  programs)  and  that  others 
may  have  incomes  that  fall  below  the  federal  taxable  income  threshold.  Consistent  with  the  Treasury  Department 
methodology,  these  figures  do  not  lake  into  consideration  the  larger  Social  Secunty  benefits  that  are  likely  to  be  paid 
in  the  future  if  individuals'  payroll  lax  contributions  increase.  Because  the  amounts  of  revenue  involved  in  §1706 
are  so  small,  we  have  not  had  to  take  explicit  account  of  the  impact  of  §1706  in  our  projections.  This  is  based  on 
the  JCT's  1986  formal  revenue  estimate  that  §1706  raises  an  average  of  only  $12  million  per  year  and  on  the 
Treasury  Department's  1991  report  to  the  Congress  suggesting  §1706  has  only  negligible,  if  any,  revenue 
consequences. 
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wages  are  paid  and  are  turned  over  to  the  government  shortly  thereafter.  For  another  example, 
consider  a  tax  law  change  that  is  likely  only  to  increase  end-of-year  payments  (or,  equivalently, 
to  decrease  end-of-year  refunds).  In  such  cases,  the  government's  actual  receipt  of  tax 
collections  will  lag  behind  the  accrual  of  tax  liability  by  as  much  as  one  year  or  more. 

Because  reclassification  will  generally  result  in  personal  income  tax  and  FUTA  being 
withheld  by  the  employer,  we  assume  taxes  are  collected  concurrently  for  the  month  in  which 
the  liability  is  incurred.  Therefore  75  percent  of  tax  liability  in  any  calendar  year  would  be 
attributable  to  collections  in  the  fiscal  year  that  ends  September  30  and  25  percent  attributable 
to  collections  in  the  following  year. 

Table  7  shows  the  estimated  increase  in  fiscal  year  tax  receipts  that  would  result  from 
repeal  of  §530  and  the  additional  increase  that  would  result  from  full  reclassification  of 
misclassified  workers.  Assuming  a  January  1,  1996  effective  date  and  assuming  adequate 
enforcement  to  compel  compliance  with  the  classification  rules,  repeal  of  §530  would  raise  tax 
revenues  $0.3  billion  in  fiscal  year  1996,  rising  to  $0.7  billion  by  2004,  eight  years  later.  The 
total  revenue  raised  during  the  nine-year  period,  1996-2004,  is  estimated  to  be  $4.9  billion. 

Expanding  this  estimate  to  capture  all  misclassified  compensation  would  raise  another 
$2.1  billion  in  fiscal  year  1996,  for  a  total  revenue  increase  of  $2.5  billion  that  year.  By  fiscal 
year  2004,  the  additional  annual  revenue  increase  would  rise  to  $4.1  billion,  or  a  total  of  $4.7 
billion  when  repeal  of  §530  is  included.  Over  the  nine-year  period  ending  in  2004,  the  total 
increase  in  tax  revenue  (including  repeal  of  §530)  would  be  $34.7  billion  —  or  more  than  $3.8 
billion  per  year  on  average. 

Of  these  totals,  approximately  5  percent  is  attributable  to  increases  in  FUTA  taxes  from 
switching  persons  from  self-employed  to  employee  status  and  approximately  95  percent  is 
attributable  to  income  and  payroll  taxes  of  those  who  are  not  complying.  These  estimates  do 
not  include  any  increases  in  State  tax  revenues  which  would  accompany  changes  at  the  federal 
level. 
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Table  7:    Estimated  Revenue  Impact  Resulting  From 

Correction  of  Misclassined  Independent  Contractors* 

Fiscal  Years  1996-2004 

(Sbillions) 


Proposal 

Year 

1996 

1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

Total 
1996-2004 

Repeal  Section  530 
Only 

0.3 

0.5 

0.5 

0.5 

0.5 

0.6 

0.6 

0.6 

0.7 

4.9 

Correct  remaining 
misclassifications 

2J. 

2J 

3J. 

u 

14 

15 

12 

19 

4J. 

29.9 

Total 

2.5 

3.4 

3.6 

3.7 

3.9 

4.1 

4.3 

4.5 

4.7 

34.7 

'  Estimates  assume  adequate  enforcement  resources. 

Note:  Details  may  not  aiid  to  totals  because  of  independent  rounding. 

Source:  Coopers  &  Lybrand  calculations. 
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VII.   Conclusion 

Evidence  of  misclassification  of  workers  has  been  found  for  numerous  industries  and 
occupations  over  the  past  15  years.  Studies  performed  by  the  IRS  and  GAO  have  indicated  that 
there  is  a  significant  segment  of  employers  which  may  deliberately  treat  their  employees  as 
independent  contractors.  Using  a  combination  of  unpublished  IRS  data  and  information  from 
the  BLS,  we  have  attempted  to  update  this  information  by  estimating  the  potential  number  of 
misclassified  workers  within  different  industries  and  the  federal  revenues  losses  associated  with 
their  misclassification. 

Our  results  suggest  that  misclassification  causes  federal  tax  revenues  to  be  lower  than 
they  otherwise  would  be  during  the  1996-2004  period  by  between  $2.5  billion  and  $4.7  billion 
annually.  Our  projections  do  not  take  into  consideration  the  likely  impact  the  additional  payroll 
tax  a  number  of  the  current  health  care  reform  proposals  include  to  fund  universal  health  care 
coverage  may  have.  Such  increases  will  certainly  induce  additional  employers  and  workers  to 
consider  a  shift  to  independent  contractor  status  in  order  to  avoid  the  proposed  tax  and  to  qualify 
for  the  subsidies  that  may  be  offered  to  uninsured  workers.  The  resulting  changes  in  employment 
status  will  likely  cause  further  increases  in  the  revenues  lost  from  misclassification. 
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Statement  of  Senator  Patty  Murray  (D-WA) 

Small  Business  Committee  Hearing 

on  the  Small  Business  Implications  of  the  Estate  Tax 

September  19,  1995 

Mr.  Chairman,  I  appreciate  this  opportunity  to  testify  before  your  committee  regarding  the  estate 
tax,  and  I  am  pleased  to  note  that  I  introduced  S.  161,  The  American  Family  Business 
Preservation  Act  of  1995  on  the  second  day  of  this  Congress. 

1  understand  the  courage,  dedication  and  effort  it  takes  to  run  a  small  business.  My  father 
operated  a  retail  store  in  Bothell,  Washington,  and  he  taught  me  as  long  as  I  worked  hard  and 
played  by  the  rules,  I  could  build  a  better  life  for  myself  and  my  family.  Unfortunately,  the 
current  estate  tax  places  an  onerous  burden  on  small  businesses  and  makes  it  increasingly 
difficult  for  small  businesses  and  families  to  reap  the  benefits  of  their  hard  work.  Quite  simply, 
my  bill  will  alleviate  the  burden  the  current  estate  tax  places  on  family-owned  small  businesses. 

1  initially  introduced  this  legislation  after  hearing  from  many  of  the  small  woodlot  owners  in  my 
state  who,  because  of  the  excessive  estate  tax,  cannot  afford  to  pass  their  land  on  to  their 
families.  I  have  been  somewhat  surprised  to  find  out,  however,  that  the  estate  tax  impacts  many 
other  small  business  owners,  and  since  the  introduction  of  my  bill,  I  have  received  support  from 
vintners,  farmers,  fishermen  and  small  manufacturers. 

This  fact  is  important  to  note.  We  need  to  understand  the  estate  tax  impacts  our  ability  to 
maintain  a  diversified  economic  base.  If  too  onerous,  the  estate  tax  discourages  diversity  and 
creativity.  Mr.  Chairman,  my  home  state  is  no  longer  dependant  on  one  or  two  industries 
because  it  has  worked  hard  to  develop  a  diversified  economic  base.  It  frustrates  me  to  see 
diversified,  creative  and  successful  family-owned  businesses  forced  to  shut  their  doors  because 
of  the  estate  tax.  Ultimately,  estate  tax  relief  will  encourage  a  stable  and  diversified  economy. 

Estate  tax  relief  is  essential  to  maintaining  and  preserving  the  small,  family-owned  American 
business.  We  all  know  that  small  businesses  are  the  heart  of  the  American  economic  system. 
They  are  the  essence  of  the  American  dream.  And,  sadly,  for  many  small  business  owners  that 
dream  has  been  fading.  Our  tax  code  should  encourage  small  business  opportunities  and  growth 
rather  than  promote  business  liquidations  and  estate  sales. 

My  bill  reduces  the  55  percent  estate  tax  rate  to  1 5  percent  as  long  as  the  heirs  continue  to 
operate  the  business.  If  for  any  reason,  the  heirs  are  unable  to  operate  —  but  continue  to  own  - 
the  business,  the  maximum  rate  will  be  20  percent. 

It  indexes  the  Unified  Estate  and  Gift  Tax  credit  for  inflation.  This  credit  —  which  effectively 
exempts  from  tax  estates  valued  at  less  than  $600,000  —  was  last  increased  fourteen  years  ago,  in 
1981. 

And,  the  bill  allows  hard-working  Americans  to  keep  more  of  their  money  in  their  family.  If 
passed,  we  will  be  able  to  give  up  to  15  percent  of  our  earned  income  each  year  to  family 
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members  without  being  subject  to  the  gift  tax. 

I  am  also  a  cosponsor  of  S.  1086,  The  American  Family-Owned  Business  Act  of  1995.  S.  1086, 
a  bill  introduced  by  Senators  Dole  and  Pryor,  is  very  similar  to  my  bill.  Its  objective  is  to  make 
it  easier  for  families  to  pass  on  business  assets  to  their  families.  Given  this,  one  can  see  that 
reducing  the  estate  tax  is  a  bipartisan  issue.  Its  a  pro-family,  pro-business  issue  and  it  is  a 
common-sense  approach  to  making  the  tax  code  more  equitable  for  hard  working  Americans. 

Mr.  Chairman,  an  estate  tax  reduction  will  give  our  kids  hope  in  the  future.  It  brings  the  voice  of 
average  Americans  to  our  tax  policy.  Hard-working  Americans  need  to  be  respected,  and  they 
deserve  to  reap  the  benefits  of  their  hard  work.  My  bill,  and  small  business  estate  tax  reduction 
in  general,  will  go  a  long  way  to  restoring  the  American  dream  and  empowering  the  middle  class. 

Whether  it  is  my  bill  or  something  similar,  I  am  hopeful  and  optimistic  that  this  Congress  will 
pass  some  form  of  estate  tax  relief  this  year. 


285 
Committee  on  Small  Business 

Hearing  on  "Clarifying  the  Status  of  Independent  Contractors' 
September  19  &  20, 1995 

Submitted  by:  James  0.  Pyles,  J.D., 
Counsel  for  the  Home  Health  Services  and  Staffing  Association 
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Mister  Chairman  and  members  of  the  Committee,  I  am  James  C.  Pyles,  counsel 
for  the  Home  Health  Sen/ices  and  Staffing  Association  ("HHSSA"),  which  is  an 
association  of  small  and  large  businesses  providing  supplemental  nursing  staff  to 
health  care  facilities  and  home  health  services  directly  to  patients.   HHSSA  is  a 
member  of  the  Coalition  for  Fair  Worker  Classification,  which  includes  representatives 
of  associations  of  large  and  small  businesses,  management  and  labor,  who  feel  that 
legislation  is  needed  to  curb  the  intentional  abuse  of  the  independent  contractor 
designation.  The  associations  that  are  members  of  the  Coalition  represent  thousands 
of  businesses  and  millions  of  workers  nationwide. 

The  Coalition  represents  the  businesses  that  take  the  trouble  to  determine  how 
the  employment  tax  laws  apply  to  their  activities  and  comply  with  the  law.  The  Coalition 
does  not  oppose  the  legitimate  use  of  the  independent  contractor  status  but  is  opposed 
to  the  pervasive  and  growing  practice  of  some  businesses  to  ignore  the  law  or  exploit 
its  ambiguities  in  order  to  gain  a  competitive  advantage  over  law-abiding  companies. 
We  certainly  do  not  favor  the  arbitrary  enforcement  of  the  law  by  the  IRS,  but  we 
believe  that  a  much  greater  danger  to  small  and  large  business  is  the  intentional  abuse 
of  the  employment  tax  laws  as  a  corporate  strategy  to  gain  a  competitive  advantage 
and  maximize  profits. 

Certainly,  the  anecdotes  of  individuals  that  have  been  subjected  to  heavy 
penalties  for  misclassifying  workers  generate  sympathy.   But  what  about  the  concerns 
of  the  vast  majority  of  companies  that  comply  with  the  law,  collect  and  pay  employment 
taxes,  and  incur  the  other  overhead  costs  associated  with  the  designation  of  workers  as 
employees?  For  example: 

1 .         What  about  the  concerns  of  the  building  service  contractor  in  the  deep  South 
who  has  to  lay  off  4,000  workers  and  loses  $5  million  a  year  to  competitors  who 
misclassify  workers  as  independent  contractors? 
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2.  What  abcxjt  the  manufacturers  in  the  garment  industry  in  Dallas,  Texas  who 
have  been  driven  out  of  business  by  companies  that  produce  clothing  at  cut  rate 
prices  by  using  illegally  classified  independent  contractors? 

3.  What  about  the  company  that  loses  a  multimillion  dollar  government  shipbuilding 
contract  in  Groton,  Connecticut  because  its  competitor  reclassifies  all  of  its 
workers  as  independent  contractors  and  is  a  thereby  able  to  submit  a  lower  bid? 

4.  What  about  the  small  supplenrvental  medical  staffing  company  in  Parma,  Ohio 
that  loses  its  principal  hospital  contract  because  a  competitor  offers  to  provide 
the  same  services  through  independent  contractors  in  violation  of  the  IRS' 
consistent  rulings? 

5.  What  about  the  concerns  of  workers  who  are  deprived  of  health  insurance, 
overtime  pay,  and  protections  of  the  Child  Labor,  workmen's  compensation,  and 
unemployment  compensation  laws  by  employers  who  misclassify  them  as 
independent  contractors  without  their  approval  or  against  their  will? 

Where  do  the  concerns  of  these  individuals  and  businesses  get  taken  into  account? 

The  sponsors  of  H.R.  1972  and  582,  as  well  as  delegates  to  the  White  House 
Conference  on  Small  Business,  are  to  be  congratulated  for  bringing  the  issue  of  fair 
worker  classification  to  the  forefront  of  the  1 04th  Congress'  agenda.   Unfortunately, 
however,  the  solutions  proposed  in  those  bills  fail  to  address  the  underlying  problems 
and,  in  fact,  will  make  those  problems  worse. 

No  one  would  dispute  that  the  common  law  test,  which  is  required  by  statute  to 
be  used  to  distinguish  between  employees  and  independent  contractors,  is  based  on  a 
20  factor  test  which  is  ambiguous  and  difficult  to  apply  consistently.   Enforcement  of 
that  law  is  made  virtually  impossible  by  §  530  of  the  Revenue  Act  of  1 978,  which 
imposes  a  perverse  burden  of  proof  on  the  IRS,  establishes  safe  harbors  that  ensure 
arbitrary  application  of  the  law,  and  forbids  clarification  of  the  definition  of  employee 
Accordingly,  this  hopelessly  ambiguous  area  of  the  law  has  not  been  clarified  because 
§  530  forbids  it. 

Section  530  produces  numerous  anomalous  results.   For  example,  a  business 
that  has  had  an  IRS  audit  for  any  reason  since  1977  can  misclassify  workers  with 
impunity  forever  into  the  future.   Businesses  that  have  misclassified  workers  in  violation 
of  the  law  and  can  cite  examples  of  significant  similar  misclassifications  among  their 
colleagues  also  receive  lifetime  immunity.   Section  530  also  imposes  a  virtually 
impossible  burden  of  proof  on  the  IRS  by  establishing  a  presumption  that  an  employer 
has  a  reasonable  basis  for  not  treating  the  worker  as  an  employee  unless  the  IRS  can 
prove  the  negative  -  that  no  such  reasonable  basis  exists. 
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H.R.  1972  and  582  do  little  to  make  the  law  more  understandable  and 
enforceable.  H.R.  1972,  for  example,  does  not  clarify  the  definition  of  employee  or 
repeal  §  530  but  rather  simply  adds  a  definition  of  individuals  who  will  be  deemed  to 
not  be  employees.  All  of  the  ambiguities  and  inequities  of  the  existing  law  are  allowed 
to  remain  intact. 

Although  H.R.  1972  professes  to  be  intended  to  clarify  the  existing  law  through 
the  addition  of  "objective"  standards,  the  criteria  contained  in  the  bill  are  vague  and 
would  be  impossible  to  clarify.  For  example,  the  bill  would  permit  workers  to  be 
classified  as  independent  contractors  if  they  had  a  "significant"  investment  in  assets  or 
training  or  had  "significant"  unreimbursed  expenses  or  agreed  to  perform  the  service 
"for  a  particular  amount  of  time."  None  of  these  key  terms  are  defined  and,  with  the 
prohibition  on  clarification  in  §  530  unrepealed,  no  clarifying  regulations  could  be 
issued. 

Further,  the  criteria  completely  ignore  the  issue  of  control  which  has  been  the 
core  principle  used  in  this  country  for  over  200  years  for  distinguishing  between 
employees  and  independent  contractors.   For  example,  a  worker  could  be  classified  as 
an  independent  contractor  even  though  the  workers'  every  movement  was  controlled  by 
the  employer  if  the  worker  paid  for  his  or  her  own  education  or  had  school  loans. 
A  worker  under  a  similar  degree  of  control  could  also  be  classified  as  an  independent 
contractor  if  he  agreed  to  complete  a  job  in  ten  years  or  within  his  lifetime,  since  that 
would  clearly  be  "a  particular  amount  of  time." 

Accordingly,  the  effect  of  H.R.  1972  would  be  to  make  the  classification  of  most 
workers  completely  discretionary  for  most  employers. 

In  addition,  H.R.  1972  does  not  incorporate  a  "consistency"  principle,  which 
appears  even  in  §  530.  Accordingly,  employers  would  be  permitted  to  treat  some  or  all 
of  their  workers  as  employees  today,  as  independent  contractors  tomorrow,  and  as 
employees  again  the  next  day.  Such  manipulation  of  the  work  force  is  likely,  since  it 
would  enable  businesses  to  qualify  for  certain  contracts  and  loans  as  small  businesses 
regardless  of  the  size  of  their  actual  work  force. 

Even  though  H.R.  1972  is  ostensibly  directed  at  an  issue  identified  by  the  small 
business  community,  the  provisions  of  the  bill  apply  equally  to  big  business.  Thus,  it 
would  appear  that  the  bill  may  trigger  massive  reclassifications  on  an  initial  and 
continuing  basis. 

H.R.  582  is  a  somewhat  better  piece  of  legislation  in  that  it  is  less  vague  and 
repeals  §  530.  We  do  not  favor  this  legislation,  however,  because  it  incorporates  the 
safe  harbors  of  §  530  into  the  Internal  Revenue  Code  and  retains  the  illogical  and 
inequitable  "prior  audit"  safe  harbor. 
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Both  bills  suffer  from  the  problem  that  they  are  likely  to  cost  the  government 
billions  of  dollars  in  lost  tax  revenue.  We  understand  that  H.R.  582  has  already  been 
scored  by  the  Joint  Committee  on  Taxation  as  costing  nearly  $600  million  over  5  years. 
That  amount  is  likely  to  increase  to  nearly  $1  billion  over  the  7  year  planning  honzon 
used  for  budgeting  purposes.  We  believe  the  cost  of  H.R.  1972  will  be  much  higher, 
because  the  criteria  are  more  liberal  and  it  contains  no  funding  source,  such  as 
increased  fines  for  failure  to  file  information  returns,  as  does  H.R.  582, 

A  study  performed  by  the  accounting  firm  of  Coopers  and  Lybrand  last  year 
concluded  that  misclassification  of  workers  under  the  current  law  will  cost  the 
government  approximately  $35  billion  over  the  next  nine  years.  The  cost  would 
obviously  be  higher  if  the  employment  tax  laws  were  liberalized,  as  proposed  in  these 
bills.  This  kind  of  revenue  loss  is  difficult  to  defend  at  a  time  when  Congress  is 
contemplating  cutting  $270  billion  over  7  years  from  the  Medicare  program  on  which 
many  of  our  nation's  frail  elderly  depend. 

At  the  very  least,  H.R.  1972  should  be  scored  to  determine  the  extent  to  which 
cuts  would  have  to  be  made  in  other  programs  to  fund  the  loss. 

Rather  than  legitimizing  the  abuse  that  is  currently  occurring  at  the  cost  of 
billions  of  dollars  in  desperately  needed  tax  revenue,  we  recommend  a  more  moderate 
approach  that  still  addresses  the  concerns  identified  at  the  White  House  Conference 
on  Small  Business.  We  recommend  the  approach  taken  in  H.R.  510,  a  bipartisan  bill 
sponsored  by  Republican  Congressman  Christopher  Shays  and  Democratic 
Congressman  Tom  Lantos.  That  bill  provides  for  the  following: 

1.  It  removes  the  prohibition  on  the  issuance  of  regulations  clarifying  the  distinction 
between  employees  and  independent  contractors. 

2.  It  allows  an  amnesty  period  for  employers  to  properly  classify  workers  without 
penalty. 

3.  It  provides  for  notification  of  workers  of  the  consequences  of  being  classified  as 
independent  contractors  so  they  can  make  informed  decisions  about  where  they 
work. 

4.  It  narrows  the  "prior  audit"  safe  harbor  to  apply  only  in  cases  of  prior  audits  that 
actually  considered  the  employment  tax  issue. 

Although  this  bill  has  not  yet  been  scored,  we  believe  it  will  generate  moderate 
savings  and  will  clarify  the  rules  for  distinguishing  between  employees  and 
independent  contractors  in  a  manner  that  does  not  substantially  redraw  the  boundary 
and  in  a  way  that  is  more  consistent  with  other  federal  and  state  laws. 

I  would  be  glad  to  answer  any  questions. 
JCP/jlr 
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